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AUDITING 
PROCEDURE 


T HE AMERICAN INSTITUTE OF ACCOUNTANTS announces 
a new series of pamphlets, Case Studies in Auditing Pro- 
cedure. These studies, which will be prepared by members 
of the Institute’s Committee on Auditing Procedure, will illus- 
trate the auditing procedures adapted and applied in actual 
examinations. Comprehensive descriptions will be given of 
audit work performed on individual engagements—not 
perfect or ideal models. 


The studies will be of value to practitioners and students, 
and may be used to advantage in colleges and schools 
offering advanced instruction in accounting and auditing. 


The first six pamphlets in the series, listed below, are now 
available 


No. 1. A Loading and Hauling Equipment Manufacturer 
No. 2. A Newspaper Publisher 

No. 3. A Department Store 

No. 4. A Public Utility 

No. 5. A Corn Processing Company 

No. 6. A Management Investment Company 


TITLES OF OTHER CASE STUDIES WILL BE ANNOUNCED AS PUBLISHED 
Price: Single copies, 50 cents; 25 per cent discount 
on orders, of 25 or more copies of individual pamphlets. 


Special’ price to students in recognized schools 
of accountancy, 25 cents a copy. 


(Add’2 per cent Sales Tax if delivered in Greater New York) 


AMERICAN INSTITUTE OF ACCOUNTANTS. 


13. East 41st Street, New. York. 17, N.Y. 
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E. B. Wrtcox (Our Mutual Objectives), who is a 
partner in the public accounting firm Edward Core & 
Co., was president of the American Institute of Ac- 
countants during the year just completed. 


The four papers under the heading Report of Com- 
mittee on Revision of the Statement of Principles were 
presented at the Association’s September, 1947, annual 
meeting by Hate L. Newcomer of the University of 
Illinois, Paut J. GRABER of the University of Tulsa, 
Tuomas W. LELAND of the Texas A. & M., and JAMES 
R. McCoy of Ohio State University. 


The four papers under the heading Report of Com- 
mittee on Statement of Cost Concepts were presented at 
the Association’s annual meeting by W. H. Reap of 


the University of Tennessee, CLEMENT L. STANFORD 
of Indianapolis, H. W. Kenprick of the University of 
Colorado, and RosBert L. Drxon of the University of 
Michigan. 


E. L. Kouuer (The TVA and Iis Power-Accounting 
Problems) is active as a consultant in Chicago. 


The paper entitled College Accounting Testing Pro- 
gram was prepared jointly by BEN D. Woop, who is 
Project Director for the Committee on Selection of 
Personnel of the American Institute of Accountants, 
ArtuHur E. TRAXLER, Assistant Project Director, and 
WarrEN W. NISSLEY, partner in the public accounting 
firm, Arthur Young & Company, who was Chairman 
of the Committee during the past year. 
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OUR MUTUAL OBJECTIVES’ 


E. B. WiLcox 


the American Institute of Account- 

ants seems to merit recognition by the 
American Accounting Association, and I 
am happy to convey cordial greetings and 
best wishes from the Institute to the As- 
sociation. This is a little bit like talking to 
myself because I am a member of both or- 
ganizations and so are many of you, but 
that doesn’t bother me. I talk to myself a 
great deal, and I find the conversation 
invariably rewarding. However, I shall 
probably refer occasionally to the Insti- 
tute as “‘us,”’ or possibly “‘we,” and to the 
Association as “‘you,” although I know 
perfectly well that as to many mutual 
members, and all ultimate purposes, there 
need be no such distinction. 

It has been my observation that both 
organizations actually do concern them- 
selves with their formally stated purposes. 
Examination of these purposes, therefore, 
is something more than stirring the dust of 
an unoccupied room. It affords an indica- 
tion of actual interests and activities. The 
Institute is the national organization of 
certified public accountants, primarily con- 
cerned with professional public ac- 
counting. The Association, with its aca- 
demic background, emphasizes instruction 
and the theoretical phases of accounting. 
Your own information pamphlet for new 
members says so. It is therefore natural to 


| AM INDEED glad that the presidency of 


1 An address given at the banquet session of the 
American Accounting Association National Convention 
on September 4, 1947. 


find that we state among our purposes, 
uniting the profession, advancing the in- 
terests of public accountants and encour- 
aging cordial relations between them, and 
maintaining high standards both for our- 
selves and for the CPA degree which is the 
hallmark of fitness to practice. These pur- 
poses are appropriate to the national pro- 
fessional organization of certified public 
accountants, but not necessarily to your 
organization. However, it is also our stated 
purpose to advance the science of account- 
ing, and to develop and improve account- 
ancy education. These objectives are 
substantially the same as yours to encour- 
age research, develop principles, promote 
studies, and improve methods of instruc- 
tion. In these formally stated purposes we 
have a clearly defined area of mutual ob- 
jectives. 

It is gratifying to note that there is evi- 
dent a degree of cooperation in the explo- 
ration of this area. We distributed your 
1941 statement of principles to our mem- 
bers, and you regularly distribute our 
bulletins on accounting procedure to your 
members. At least no one can complain 
about any iron curtains between us. At the 
same time, each group approaches its prob- 
lems from different points of view, and 
that is probably good for all of us. Al- 
though our research in accounting is aimed 
at narrowing the areas of inconsistency in 
financial reporting, I am sure that some of 
you wish we would narrow what appeared 
at least to be areas of inconsistency, or per- 
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haps better, gaps, in our fundamental con- 
cepts. I can assure you that this idea has 
many adherents among our members. On 
the other hand, I know that many practic- 
ing accountants wish you could narrow the 
areas of inconsistency in instruction, or at 
least provide some rating of accounting 
schools by a consistent standard. I do not 
know whether or not this desire has found 
any converts among you. It is interesting, 
in any case, to observe that in accounting 
research we deal with specific practical 
problems, while you emphasize theoretical 
phases; but in education you speak of 
teaching problems and techniques, and we 
urge the adoption of general measuring 
sticks. Each of us regards himself as a 
workman engaged with the practical prob- 
lems of his occupation, and each becomes 
theoretical when he looks over the shoulder 
of the other. 

This situation becomes rather amusing 
with respect to the Institute’s work on se- 
lection of personnel for accounting. There 
seems to be a hierarchy of the theoretical 
as differentiated from the practical. Al- 
though our clients are sometimes apt to 
berate us for being too theoretical, we often 
join them in pinning that label on the col- 
lege professor. He in turn, regarding him- 
self as engaged with the practical aspects 
of classroom instruction, roundly de- 
nounces the theoretical nonsense emanat- 
ing from schools of education. And, 
paradoxically enough, it is in the schools of 
education that we, the hard-headed, prac- 
tical public accountants, are most apt to 
find an ally in our program for selection of 
personnel. I think the answer to this para- 
dox, and to all conflicts between the prac- 
tical and the theoretical, is that the conflict 
is nonsense. Theory is no more than an 
orderly arrangement and correlation of 
practical experience, and sound theory is 
the most practical thing there is. 

If I were to attempt to state a unified 
concept of accounting, I would begin with 


the basic principle that it must be useful. 
Such consistency as contributes to useful- 
ness should be sought, but that which is 
only structurally pleasing to the architec- 
tural eye should be avoided as the hob- 
goblin of little minds that it is. Funda- 
mental orientation to usefulness involves a 
study of the uses to which accounting is or 
may be put, and it requires the builder of 
a unified concept of accounting to see that 
each part of the structure he creates is of 
functional design. In this, I think, there is 
a true unity of theory and practice which 
belies any divergence of objective between 
the Institute and the Association. 

We are all here today because account- 
ing is useful. As business and finance in 
this country have grown in size, complex- 
ity, and interdependence, there has been a 
growing and changing need for accounting 
services in government and in business, 
both as a tool of management and as a way 
of reporting on its stewardship. That this 
growing and changing need has been met is 
evident from the phenomenal development 
of accounting during the lifetimes of most 
of us. In that fact there is justification for 
considerable pride, but no excuse for for- 
getting that accountants exist only be- 
cause they fill a need. If we ever cease to 
do that, there will be no more American 
Accounting Association, no American In- 
stitute of Accountants, no organizations of 
cost accountants or controllers, no litera- 
ture of accounting and no schools of ac- 
counting; in short, no more accountants. 
We can react to this situation from the 
standpoint of self-preservation, or more 
broadly from that of the professional ideal 
of service. Either view leads to the same 
course of action. Our greatest mutual ob- 
jective must be fulfillment of the obliga- 
tion to be useful. 

This of course includes continuation in 
the familiar fields of service to manage- 
ment, and reporting on the stewardship of 
management. Accountability and financial 
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planning and control are parts of service to 
management with which we are all di- 
rectly concerned. Expert testimony, arbi- 
tration, and advice are somewhat 
corollary. Financial reports issued by 
management involve the accounting prin- 
ciples in which we are both directly inter- 
ested. Their independent verification calls 
for the typically professional side of public 
accounting, which is a primary concern of 
the Institute. Service to management is 
useful both to management itself, in its 
pursuit of profits, and to society in realiza- 
tion of the benefits of a free competitive 
economy through increasingly efficient 
production. Testimony, arbitration, and 
advice are helpful both to those who use 
these services directly, and to society by 
reduction of the social cost of disputes. 
Dependable financial reporting benefits 
both the investors and creditors who rely 
on reports, and our entire economy which 
relies on a stable and confident source of 
credit and investment. Thus these fa- 
miliar parts of the field of accounting are 
useful both narrowly to those who may be 
regarded as the direct consumers of ac- 
counting services, and broadly to the 
social economy of which those direct con- 
sumers are a part. 

To a considerable extent the breadth 
and depth and the professional nature of 
our attitude toward accounting can be 
measured by the extent to which our inter- 
est runs to the wider applications of its 
usefulness. Accountants have demon- 
strated a considerable degree of devotion 
to service by voluntary and unrewarded 
public service. Like the growth of account- 
ancy itself this justifies pride, but also like 
that growth, it does not excuse us from 
further adaptation to continually growing 
and changing needs. These may be in ex- 
panding areas such as increased responsi- 
bility for income tax returns, or more serv- 
ices to government, labor unions, or 
cooperatives—things that require new 


concepts of independence, or the overcom- 
ing of prejudices or both. Or the new needs 
may be in recognition of the growing impli- 
cations of financial statements, requiring 
new underlying concepts appropriate to 
broad social purposes. As success and 
prestige weigh more and more heavily 
upon us, this obligation to change may be- 
come increasingly unwelcome and difficult 
to achieve. Yet the test of our usefulness 
will be, as it has always been, in our adap- 
tation to growing and changing needs, and 
our capacity to grasp their fundamental 
nature. 

Already the need to recognize the 
broader implications of financial reporting 
is being felt. Income statements strongly 
affect economic stability by their influence 
on public confidence. If losses are given ac- 
counting recognition in bad times, as is 
most likely, or if the declining value of the 
dollar is translated into a profit during in- 
flationary periods, as now, exaggeration of 
the economic cycle will follow. Business 
confidence should be honestly sustained 
but not unduly inflated or depressed. 
Furthermore, financial reports are being 
increasingly used by statisticians, politi- 
cians, labor leaders, economists, and others 
who draw from them conclusions affecting 
political, social, and economic judgments. 
Conventional financial statements may 
fairly reflect the results of operations of 
individual enterprises, but they do not af- 
ford a sound basis for these broader judg- 
ments because identical operations may be 
reported as profitable if carried on by an 
individual owning his own plant, but as 
unprofitable if performed by a corporation 
with borrowed capital and a rented plant. 
These new uses of financial statements re- 
quire that their underlying assumptions be 
restudied. I believe this is implicit in your 
statement of objectives with respect to the 
study of accounting as an agency of con- 
trol of economic affairs in general. I am 
sure it is one of our mutual objectives. 
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Just as we have these wider implications 
to consider, so also do we have widening 
areas for their application. They cannot be 
quarantined in our own communities or in 
our own nation. It has become almost a 
trite truism to say that economic affairs 
are of paramount importance today, and 
that all people throughout the world are 
interdependent on the economic level as 
never before. If, therefore, accounting is 
to be studied as an agency of control of 
economic affairs, that study cannot be 
made on the basis of nationalistic isolation. 
The United States is the world’s great 
creditor nation. We owe it to ourselves as 
well as to the rest of the world to be a good 
creditor. To be that we need a stable econ- 
omy as a basis for sound and consistent 
credit policies, and a prosperous economy 
to provide a market in which our debtors 
may sell their products and so prosper and 
pay us. Thus our contributions to domes- 
tic stability and prosperity inevitably ex- 
tend to the rest of the world. In our 
financial dealings with other nations, 
whether as creditor or otherwise, we must 
speak the language of accounting. Un- 
avoidably language barriers contribute to 
international misunderstanding, fear, and 
hate. It is important that the language of 
accounting avoid this—that it be clear and 
sound and contributory to international 
understanding and confidence. To this end 


it would be well for us to speed the day 
when our studies and research will be car- 
ried on by world-wide organizations of 
accountants. 

If we as accountants can contribute to 
the formation of useful international credit 
policies by the United States, and helpful 
understanding of financial affairs between 
the nations of the world, we will be ready 
to take part in another great endeavor. In 
one sense, the greatest destiny of our 
country today may be to demonstrate that 
the wise uses of economic freedom will well 
serve our own people. Such a demonstra- 
tion will be more effective in combating 
unsound economic doctrines than all the 
oratory and literature that could ever be 
put together. To do it we must be good 
creditors, we must have stable prosperity 
here at home, and we must provide our 
politicians, analysts, and economists with 
financial data on which sound conclusions 
can be based. That is where the restudy of 
our underlying accounting assumptions 
has its greatest significance. It can lead to- 
ward sound and lasting prosperity and 
hence to peace throughout the world. This 
is usefulness on the highest possible level. 
It follows directly and inevitably from our 
mutual objectives, and stops nowhere 
short of all of mankind and the greatest 
crisis that the world has ever known. 
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REPORT OF COMMITTEE ON REVISION 
OF THE STATEMENT OF PRINCIPLES 
INTRODUCTORY STATEMENT 


HALE L. NEWCOMER 


Kohler with the then President-elect 

Professor Hermann C. Miller, ap- 
pointed the Committee on Revision of the 
Statement of Principles of the American 
Accounting Association. The personnel of 
this committee consisted of: 


Professor Paul J. Graber, University of Tulsa 
Professor Thomas W. Leland, Texas A. and 


[ OCTOBER, 1946, President Eric L. 


M. 

Professor James R. McCoy, Ohio State Uni- 
versity 

Professor Hale L. Newcomer, University of 
Illinois 


Professor Herbert E. Miller, Chairman, Uni- 
versity of Michigan 

The appointment of a special committee 
on revision of the Statement of Principles 
represented a significant departure from 
past procedures. As the members of the 
Association well know, efforts in the past 
to formulate and summarize accounting 
principles were those of the Executive 
Committee of the Association. These ef- 
forts resulted in the publication in June, 
1936, of A Tentative Statement of Account- 
ing Principles Underlying Corporate Ft- 
nancial Statements. This statement was 
composed of three major divisions, divided 
into twenty sub-sections, as follows: Cost 
and Values (seven sections), Measure- 
ment of Income (six sections), and Capital 
and Surplus (seven sections). Comments 
from readers were invited and in the years 
immediately following numerous papers 
were written supporting, attacking, and 
criticizing the 1936 enunciation of princi- 
ples. 

Continued active attention by the Exec- 
utive Committee of the Association to this 
special project resulted in the issuance in 


June, 1941, of a revision under the title 
“Accounting Principles Underlying Cor- 
porate Financial Statements.’’ This prod- 
uct in turn received significant attention 
from educators, practitioners, private ac- 
countants, the Securities and Exchange 
Commission, and others. The 1941 state- 
ment reiterated, expanded, and restressed 
some of the preliminary comments of the 
1936 report, incorporated a basic assump- 
tion to which reference will be made later, 
and divided the body of the statement into 
four major parts, as follows, each part 
followed by brief comments: Cost (eight 
sections), Revenue (seven sections), In- 
come (five sections), and Capital (seven 
sections), a total of twenty-seven num- 
bered sections. 

The above-mentioned statements of the 
Executive Committee of the Association 
plus a considerable body of literature on 
the subject of principles constituted the 
first source of material for the present com- 
mittee—the first special committee to be 
assigned the task of revision. The appoint- 
ment of a special committee for such a 
task may be considered significant in that 
it may be the expression of recognition by 
the officers and the Executive Committee 
of the desirability of continued and per- 
haps continuous study of the subject of 
accounting principles and standards. The 
present committee on revision feels the 
subject is not unworthy of future attention 
by succeeding special committees or a 
standing committee. 

Mr. Kohler’s letter of appointment 
under date of October 29, 1946, was but a 
general commitment to the Committee. 
It did not instruct, advise, or restrict the 
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Committee in any way and consequently 
your special committee had first to con- 
sider its objective, the scope of its attack, 
and its methodology or procedure. As one 
committee member early expressed it “if 
Mr. Kohler has in mind a resurvey of the 
Association’s Statement in the light of 
enunciations of the American Institute’s 
Committee on Accounting Procedure and 
opinions of the Securities and Exchange 
Commission the task might not prove too 
arduous and time consuming. If, however, 
it is believed a complete re-examination 
pointing toward a recasting of the State- 
ment is desirable, I can only hope a time 
limit has not been placed on our work.” 

The Committee undertook first to sur- 
vey opinion which would aid it, first, in 
deciding whether a new statement of prin- 
ciples was desirable and, second, if deemed 
desirable by the Committee, in the formu- 
lation of such a statement. It was believed 
a democratic procedure must offer each 
member of the Association an opportunity 
to express himself; that each member must 
feel he had been given an opportunity to 
state his position and thoughts. The Com- 
mittee decided the most economical cover- 
age could be obtained through the medium 
of the ACCOUNTING REVIEW, and so the 
January, 1947, issue of the ACCOUNTING 
REVIEW carried a statement concerning the 
appointment of your committee and an 
invitation to the readers to write the Com- 
mittee, either recommending the status 
quo, or offering criticism of the present 
(i.e., 1941) Statement of Principles leading 
to (a) clarification or (b) modification. In 
addition, letters were sent to a number of 
accountants known to be interested in this 
project, soliciting their present opinions. 
Each member of the Executive Committee 
promised to assist your committee by sub- 
mitting suggestions on revision. It was 
decided that the four major sections of the 
1941 statement be assigned separately to 
four members of the Committee for analy- 


sis and possible redrafting in the light of 
criticisms, suggestions, and opinions re- 
ceived. This was done and in the several 
meetings of the Committee which followed 
in April, June, and July all material was 
scrutinized and discussed in the minutest 
detail. In addition, the chairman presented 
a summary of the Committee’s thoughts at 
three meetings of the Executive Commit- 
tee, circularized again a number of persons 
who had evinced the greatest interest in 
the matter, and personally interviewed 
several individuals in order to obtain the 
fullest possible expression of opinions. 
The Committee began its work with the 
premise that the statement of 1941 was 
basically sound—that any revision should 
be an attempt to refine, elaborate, and 
clarify the concept of cost underlying ac- 
counting and expounded in that state- 
ment, and perhaps attempt extensions to 
include items which seem to have assumed 
greater importance and which have re- 
ceived significant attention in recent years. 
The first statement served to crystallize 
accounting thought around the concept of 
cost—a revision, it was believed, ought to 
give effect to the need for further exposi- 
tion of the ideas relating to cost, resources, 
expenses, revenue, etc. The intention of 
the Committee was to make as few changes 
in the 1941 statement as possible. How- 
ever, as changes are made in wording, as 
new ideas are incorporated, old phrases 
changed or eliminated, sections reposited, 
definitions clarified, and so on, even though 
basically the statements are the same, it 
may seem as if the old statement has dis- 
appeared and a new one has taken form. It 
was not and is not the intention of the 
Committee to present in its final report to 
the Executive Committee a statement 
which is a radical departure from that of 
1941. After months of deliberation the 
Committee is more convinced of the valid- 
ity of its original premise—that the 1941 
statement was and is basically and con- 
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ceptually sound. However, the Committee 
feels that the language used may profitably 
be changed from time to time. 

The Committee is in full accord with the 
following from Paton and Littleton’s An 
Introduction to Corporate Accounting Stand- 
ards, ‘“The purpose of accounting is to 
furnish financial data concerning a busi- 
ness enterprise, compiled and presented to 
meet the needs of management, investors, 
and the public.’ The Committee believes 
certain assertions in the prefatory note of 
the 1941 statement deserve renewed at- 
tention at this point. 


...every corporate statement should be 
based on accounting principles which are suffi- 
ciently uniform, objective, and well understood 
to justify opinions as to the condition and prog- 
ress of the business enterprise behind it. No one 
on casual inspection of financial statements can 
arrive at a thorough understanding of a corpora- 
tion’s affairs; but it should be possible for a 
person moderately experienced in business and 
finance to examine such statements with the 
expectation of deriving from them basic financial 
facts on which judgments may be premised.” 
So many vital decisions of business and govern- 
ment depend on the interpretation of such state- 
ments that they have come to be of prime eco- 
nomic and social significance.* 


And again 


It should not be expected that any statement 
of principles can constitute the final word on the 
subject or that it can satisfy all accountants. 
Indeed, the Committee believes that basic ac- 
counting concepts should be given continuous 
study, to the end that the needs of those con- 
cerned with corporate reports, whether as man- 
agers, investors, members, of regulatory bodies, 
or the general public, may be best served. It may 
be that these basic concepts will undergo less 
modification than the language used in describing 
them. In any event, periodic restatements, and 
the discussions preceding and following them, 
can have only salutary effects.‘ 


To accomplish the above, a coordinated 


1 American Accounting Association, 1940, p. 1. 

2 Accounting Principles Underlying Corporate Fi- 
nancial Statements (1941), p. 2. 

Ibid., p. 1. 

Tbid., p. 1. 


body of doctrine or theory is required. A 
statement or series of statements enunci- 
ating basic concepts is therefore necessary ; 
such statements of concepts may be known 
as statements of principles, or statements 
of principles and standards. The Commit- 
tee feels that the Association does not wish 
to take the position of speaking authorita- 
tively for practitioners but wishes only to 
evolve a coordinated body of thought basic 
to financial accounting. Consequently, the 
formulation of a statement of principles is 
not an attempt to formulate rules or meth- 
ods of procedure but an attempt to de- 
velop a doctrine which will aid in establish- 
ing such rules or methods. In other words, 
the committee is not attempting to codify 
accounting practices; it does not feel that 
its function is to describe or subscribe to 
generally accepted practice. It is not trying 
to assume unwarranted authority, but 
merely is trying to outline what over a 
period of many years has developed in the 
way of a philosophy or concept underlying 
the broad field of financial accounting. It 
is not seeking support for its ideas but is 
trying to coordinate the ideas of our best 
thinkers and writers. What the Committee 
finally proposes will have authority only 
in so far as it sucessfully coordinates these 
ideas. The Committee has no authority 
beyond that of logic and no aim but a clear 
statement of important ideas fundamental 
to accounting. The Committee feels its 
approach to the problem is properly de- 
ductive, that is from general to particular. 
An inductive, or conceivably an empirical, 
approach may be possible or even feasible 
but the Committee believes the deductive 
method more direct and more conducive to 
the development of a well-defined core of 
principles and standards. 

On the other hand, the Committee has 
tried to remain cognizant of what might be 
termed the economic facts of life. Pure 
theory has its place, but in accounting, 
especially, it must lend itself to practical 
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application in a rational manner. The 
Committee feels provision should be made 
for some latitude in the application of prin- 
ciples to suit sundry circumstances and 
cases, but within the area of doctrine enun- 
ciated. Asit was well expressed by one of 
the committee members, “If one must 
make a choice of being consistent and per- 
haps economically unsophisticated, or 
relaxing somewhat from rigid adherence to 
generally accepted standards, we’ll not 
make a fetish of consistency.” The Com- 
mittee believes that asin the field of eco- 
nomics, so in the field of accounting, a 
Doctrine of Relativity must recognize the 
possibility of change in standards and 
their application; that therefore some 
degree of flexibility should preferably be 
incorporated in a statement of principles 
and standards. Furthermore, the Com- 
mittee feels it cannot necessarily follow the 
statutes and the courts for the law has its 
purposes and often is not an appropriate 
guide to good accounting ideas and sound 
concepts. 

In response to requests many criticisms 
of both the 1941 statement and tentative 
suggestions put forth by the present 
committee were received. Some criticisms 
were caustic, some hesitant in tone, but all 
displayed a friendly and cooperative 
attitude, a realization that personal prej- 
udices might have to be put aside in favor 
of the opinion of the majority in order 
that some advance might be made. Prog- 
ress may be slow but if but one step for- 
ward results the Committee will feel its 
efforts have been justified. Some material 
differences in points of view and perspec- 
tives are apparently irreconcilable in the 
formulation of a statement. The final draft 
presented to the Executive Committee 
will not embrace all those ideas put for- 
ward as principles by sundry individuals. 
The Committee does not feel that its task 
includes the preparation of all principles 
and standards. Others have tried to do so 


without pronounced success. The Com- 
mittee is attempting to explain a philos- 
ophy, a basic concept, accompanied by 
some standards, and does not consider it 
necessary, even though perhaps desirable, 
to fuse this philosophy into any existing 
pattern of accounting practice. On the con- 
trary, if the basic concepts are valid, 
current accounting practices must be re- 
examined to determine whether or not they 
fall within the framework of principles and 
standards generally accepted. 

Should a statement of principles be 
humanized or should it be formal, matter- 
of-fact, and actually cold? Logic is apt to 
be cold but to the seeker of truth and 
soundness that should not necessarily 
make the result less attractive. The draft 
in preparation is not pointed toward the 
person unskilled in accounting. The Com- 
mittee is trying to use different words and 
phrases to signify different ideas; insofar as 
it is possible to do so to connote something 
definite by the use of a word or expression. 
It has therefore tried to avoid the use of 
the word value, attributed to cost a speci- 
ficity, consistently referred to revenue and 
eliminated gross income, and so on. Hack- 
neyed phrases are not necessarily the best 
language in which to couch a statement of 
principles. More pregnant phraseology is 
needed, for trite expressions ordinarily 
cannot carry much explanation. An at- 
tempt is being made to use the mother 
tongue in the simplest way to express 
adequately and effectively the thoughts to 
be conveyed. The use of the words law, 
principles, standard and rule have caused 
difficulty, for in accounting circles there 
seems to be no general acceptance of 
specific connotations. Perhaps we do not 
have laws of accounting as we have so- 
called laws of economics and laws of 
physics. On the other hand it might be 
maintained that it is justifiable and logical 
in accounting to refer to the law of equilib- 
rium or balance in a statement of condi- 
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tion or to the law of income or law of 
operation (revenue less deductibles) in a 
statement of operations. In general, the 
Committee has felt principle implied some- 
thing basic and underlying, standard a 
measuring device, and rule or convention a 
method of application. If such a statement 
is too technical for the beginner or the lay- 
man, should it not be paraphrased for 
special purposes? 

General acceptance of a body of princi- 
ples and standards could serve as a guide 
and a protection to accountants, both 
private and public. It should be self-evident 
that in a competitive world such accept- 
ance would strengthen the accountant’s 
position in his relations with employer and 
client and keep to a minimum undesirable 
deviations from standards upon which 
agreement has been reached. The Com- 
mittee has concerned itself, therefore, with 
a statement which would serve as a guide 
to all accountants—private, public, gov- 
ernmental, and academic. If the draft in 
preparation proves acceptable then it takes 
its place with its forerunners, not following 
but overlapping; not new, but, the Com- 
mittee hopes, representing some progress. 

The fundamental concept underlying 
former statements of principles of the 
Association was a cost concept. A philos- 
ophy of accounts was evolved based on the 
thought that the factors of production 
were measured in terms of a cost, that 
these accounting costs expired (expenses 
or losses) or remained unexpired (assets), 
and that the expired costs were matched 
against and recovered from revenue. The 
Committee believes that concept to be 
sound and has adaopted it 7m toto. In devel- 
oping a doctrine or philosophy of account- 
ing about this core concept several assump- 
tions are explicitly or tacitly made. The 
Committee has assumed it is dealing witha 
specific enterprise with an income (i.e., 
profit) objective, has assumed continu- 
ation of operations or a “going concern,” 


has recognized periodicity and the accrual 
basis of accounting, and the preparation, 
from underlying data, of statements from 
the point of view of the enterprise. 

Use of the cost concept might logically 
lead to the use of one of several orders of 
presentation. One such order might follow 
the theoretical flow of data through the 
business and result in a discussion of 
accounting costs, expired and unexpired, 
followed by amplification of expired costs, 
revenues, and finally, rights of creditors 
and stockholders. Another order capable of 
support might be assets, liabilities, and 
stockholders’ equity, including costs and 
revenues. The Committee has experi- 
mented with various arrangements and 
has arrived at several tentative conclu- 
sions. In the 1941 statement, some parts of 
the twenty-seven sub-sections indicated 
applications of the general principles and 
standards enunciated. As a result many 
individuals expressed a difficulty in dis- 
tinguishing the basic principles from the 
applications. The present committee has 
therefore attempted to segregate those 
items pertaining to accounts and the 
display thereof in financial statements 
under a separate major heading of Finan- 
cial Statements. Rightly or wrongly the 
Committee has for the moment adopted 
for presentation in the statement the order 
of basic assumption, assets, income (sub- 
divided into revenue and expense), equi- 
ties, and standards of statement presen- 
tation. 

The Committee has given some thought 
also to the title of any revised statement 
issued by the American Accounting Asso- 
ciation. It would appreciate any thoughts 
the members of the Association might have 
on this or any other matter. The title of the 
1941 document was ‘“‘Accounting Principles 
Underlying Corporate Financial State- 
ments.”’ Inasmuch as the present commit- 
tee is contemplating incorporation of a 
special section on Standards of Statement 
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Presentation, and inasmuch as there seems 
to be some conflict in usage of principles 
and standards, might not a title of ‘“‘Ac- 
counting Principles and Standards Under- 
lying Corporate Financial Statements” be 
more appropriate? 

The 1941 statement incorporated a 
paragraph entitled ““The Basic Assump- 
tion.” It read as follows: 


The Basic Assumption 


The purpose of periodic financial statements 
of a corporation is to furnish information that is 
necessary for the formulation of dependable judg- 
ments. A knowledge of the origin and expiration 
of the economic resources of a company and the 


resultant changes in the interests of its creditors 
and investors is essential to this purpose, and 
these facts should be expressed in such a manner 
as to make the financial statements both intel. 
ligible and, as far as possible, comparable with 
statements of other periods and of other corpora- 
tions. The reader of a statement should be able 
to assume that, in the absence of clear indications 
to the contrary, certain basic principles or stand- 
ards have been followed. To achieve this enda 
unified and coordinated body of accounting theory 
is required.5 


The present committee has adopted this 
basic assumption as it stands. 


5 Ibid., pp. 2, 3. 


ASSETS 
PAvuL J. GRABER 


HE ASSUMPTION that a knowledge of 
the origin and expiration of the eco- 
nomic resources of an enterprise is 
essential to the useful interpretation of 
financial statements must be predicated 
upon the existence of concepts of asset 
accounting. As stated in the preceding 
paper, the Committee believes that those 
concepts should occupy the first position— 
should be the subject of the first section— 
in a revised statement of the accounting 
concepts underlying financial statements. 
The 1941 statement included the de- 
scription of the conceptsof asset accounting 
as a major element in the development of 
an exposition of the cost principle. In the 
cost section of the Executive Committee’s 
statement, a basic concept of asset account- 
ing is described as follows: 

Factors of production and other resources of 
an enterprise are measured at the date of acquisi- 
tion by costs incurred or amounts invested, on a 
cash or cash-equivalent basis, and at later dates 
by the balances of costs incurred or amounts in- 


vested after taking into account the effects of 
operation and other subsequent events. 


Other statements in the Cost section 


explain the determination of ‘“‘cost in- 
curred.” Thus the 1941 statement reports: 


Cost incurred is measured by the cash outlay 
or by the fair market value of considerations 


other than cash. Where productive factors or , 


other resources are acquired by donation or some 
similar process fair market value at the date of 
acquisition, carefully determined in the light of 
all available evidence, becomes the basic measure. 


And: 


In the case of resources received in exchange 
for product or other assets, the selling price of the 
product or other assets, expressed in realizable 
cash terms, becomes the cost of such resources 
received for subsequent accounting purposes. 


These expositions of asset accounting 
have been subject to widely differing 
applications and interpretations. Many 
persons, particularly students, have found 
it difficult to comprehend a “‘cost’’ basis of 
accounting when “cost” could be measured 
by a cash outlay, by a fair market value, or 
by a sales price. ‘“Cash-equivalent’’ has 
been explained as representing cash items 
other than coin or currency. The charge-off 
of ‘‘cost” to reflect depreciation or the ad- 
justment of an inventory to the lower of 
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cost or market has been described by some 
as a departure from a “cost” basis of 
accounting. 

The Committee believes that a more 
common understanding of asset account- 
ing would be achieved by bringing to- 
gether the basic concepts of asset measure- 
ment, by deemphasizing the term ‘“‘cost,” 
and by providing a specific statement re- 
garding the continuity of the basis of 
accounting for assets. To suggest this 
treatment, the 1941 statements might be 
rephrased in this manner: 

Records of assets are kept in terms of account- 
ing costs established at the time the assets are 
acquired. When an asset is acquired through pur- 
chase or exchange, this accounting cost should be 
measured by the cash outlay or by the fair mar- 
ket value of considerations other than cash. The 
accounting cost of resources acquired from invese 
tors or donors should be measured by the fair mar- 
ket value of the assets received. The accounting 
cost established at acquisition is continued as the 
basis of accounting for assets throughout the 
term of their existence. The recognition given to 
the expiration of assets having limited lives, 
whether such expiration is the result of operations 
or other events, is not a departure from that basis. 


Such a rephrasing also may serve to 
suggest that a fundamental purpose of 
accounts is to provide records of the 
accountability of an enterprise for its 
resources. In these records all the account- 
ing for an asset is based upon a money 
price or evaluation which must be estab- 
lished at the time the asset is acquired. 
This monetary amount (and the Commit- 
tee believes that it may properly be 
described as an “accounting cost” ora “‘cost 
for accounting purposes’’) should provide a 
realistic and useful measurement of the 
enterprise’s accountability for the asset. In 
the case of resources acquired by purchase, 
the amount of the expenditure is generally 


1 The statement which follows and others similarly 
referred to in this paper have been taken from drafts 
considered by the Committee. Although the positions 
expressed have been approved by the Committee, it has 
not yet approved the final wording of its statement. 


recognized as an immediate and objective 
measurement of that accountability. For 
other acquisitions, the establishment of a 
basis for the accounting for an asset may 
of necessity be less objective, but it should 
be no less adequate. The Committee be- 
lieves that the concept of a fair market 
value implies that a measure of asset 
accountability would be determined only 
in the light of all available evidence. 

After acquisition, the accounting for 
assets involves the periodic recording of 
their expiration. In the language of the 
1941 statement: 


For each accounting period there must be a 
determination of the amount of cost which has 
been absorbed in producing revenue or has other- 
wise expired, and also the amount of cost which 
is reasonably applicable to future operations. 


The Committee is of the opinion that it 
would be helpful if this exposition were 
more closely related to concepts of expense 
and of the income statement. Further, the 
Committee believes it desirable to suggest 
that a discharge of accountability for an 
asset is reflected in the assignment of its 
accounting cost to expense. Those objec- 
tives may be achieved by statements as 
follows: 


For each accounting period there must be a 
determination of the accounting costs to be 
assigned to expense in order to reflect the asset 
expirations of that period whether or not those 
expirations were related to the production of 
revenue. 

For assets to be continued in use or held for 
sale, the balance sheet should report amounts 
measuring the accounting cost, or the portion 
thereof, which may reasonably be assigned to 
expense in future periods. 


In respect to the balance-sheet reports 
of assets, the Committee believesthat there 
should be an extension of the 1941 state- 
ment relating to such reporting of assets 
which are no longer useful. The Commit- 
tee’s position could be expressed in these 
terms: 


' 
Ts 
d 
er 
th 
le 
d- | 
is 
l- 
y 
1S 
or 
e 
f 
of 
.* 
e 
le 
y 
d 
of 
d 
1S 
ff 
of 


14 The Accounting Review 


Obsolescence, either partial or complete, 
should be recognized by a reduction of the ac- 
counting cost of the asset to an amount equiva- 
lent to the accounting cost which is expected to 
be recovered through the continued use of the 
resource or to the expected net proceeds to be 
realized from its sale, whichever is relevant. Al- 
though a decline in the cost of its replacement or 
reproduction may be indicative of an impaired 
utility of an asset, such a decline per se should not 
be accepted as evidence that the asset is no longer 
useful. 


The extension contemplated is in the 
latter sentence. The Committee believes 
that while it is proper to report assets at 
amounts reflecting accounting costs rea- 
sonably applicable to future periods, the 
determination of such amounts should not 
arbitrarily or blindly reflect declines in the 
reproduction or replacement costs of the 
assets. An illustration of the Committee’s 
position may be drawn from situations 
involving inventory pricing. Assuming a 
typical inventory quantity and market, 
the committee would not support the 
write-down of an inventory item costing 
$1.00 to its replacement cost of $.75 at the 
balance-sheet date when the item was one 
normally sold at a standard or fixed price 
of $2.00. In such a situation the decline in 
replacement cost is not considered suffi- 
cient evidence that the $1.00 is not the 
amount reasonably chargeable against 
revenue in a future period. 

The concepts regarding the establish- 
ment of accounting costs and their periodic 
assignment to expense as the assets expire 
afford a useful basis for the accounting for 
assets providing such basis is consistently 
applied. The 1941 statement commented 
with disfavor upon the “heterogenous 
results of accounting practices which have 
permitted periodic revaluation of assets, up 
or down, in accordance with current price 
levels and temporary business develop- 
ments.’ The Committee concurs with the 
view that departures from an established 
basis of accounting impair the utility of the 


accounts. In fact, the Committee believes 
that definite statements of that position 
should be included as basic accounting 
concept. The Committee’s position may be 
expressed in the following statements: 


There should be no understatement of the 
accounting cost of existing assets, either tangible 
or intangible, through the suppression or unwar- 
ranted assignment of their accounting costs. 

The relative shortness of life of most of the 
assets of an enterprise, their frequent lack of 
adaptability to other uses, the absence of mar- 
kets for “used” resources, and the relative sta- 
bility of price levels in this country give the wid- 
est significance and utility to records of assets 
kept on the basis of their accounting cost. In 
most cases, those considerations make unneces- 
sary, and hence inappropriate, any departure 
from that basis of accounting in order to reflect 
higher monetary evaluations of the assets of an 
enterprise. 


To summarize briefly at this point, it 
may be stated that the Committee con- 
ceives the basic concepts of accounting for 
assets to be these: 

The establishment of an accounting cost at 
acquisition measured by a cash outlay or by a 
fair market value depending upon the nature of 
the transaction. 

The periodic assignment of accounting cost 
to expense to reflect asset expirations. The unas- 
signed amounts applicable to future periods will 
be reported in the balance sheet. 

Suppression of accounting costs or upward 
revaluations of assets are departures from the 
recognized basis of asset accounting. 


Obviously, these concepts should be 
supplemented with other concepts and 
with standards of record keeping and state- 
ment preparation. The Committee has 
considered and approved those explained 
in the 1941 statement and is of the opinion 
that a revision of that statement should 
contain at least the following. (The lan- 
guage is suggestive only.) 

When several assets are acquired by a lump- 
sum payment, the total outlay should be allo- 
cated to the specific resources after careful con- 
sideration of the nature and condition of each 
unit of property, tangible or intangible, its in- 
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tended use and prospective earning power, and 
similar pertinent considerations. 

Assets should be classified in order to facili- 
tate the accounting recognition of their expiration 
and the preparation and interpretation of financial 
statements. 

When a separate account is used to accumu- 
late the portion of an accounting cost which has 
been assigned to expense, this account should be 
deducted from the related asset account in the 
balance sheet. 

Assets and liabilities should not be offset 
unless a legal right of offset exists. 

The basis of inventory pricing and the method 
of its application should be revealed in the bal- 
ance sheet. 


These ideas are not novel. The state- 
ments used in reporting them are easily 
recognized as having their sources in the 
1941 statement or in other materials re- 
porting recognized accounting practices. 

The Committee did not find such sources 
entirely useful in one area. For such 
accounts as a reserve for deferred mainte- 
nance or a reserve for self-insurance, it is 
difficult to reconcile their treatment in 
financial statements with their nature. A 
general reserve fordelayed maintenance, for 
example, may properly be created by a 
charge to expense. However, the credit 
account does not represent an obligation in 
the sense that any claim against the enter- 
prise has been created and there is no 
specific asset account to which the reserve 
may be related. Thus such an account 
would be viewed either as a reservation or 
restriction of the use of the assets of the 
enterprise or as an unallocable expiration 
of assets. The Committee believes it appro- 
priate to direct attention to these situa- 
tions by a statement along the following 
lines. 

The appropriate recognition of certain ex- 
penses may necessitate the creation of accounts 
which at the date of the balance sheet cannot be 
identified either as obligations or the assignment 
to expense of portions of the accounting costs 
of specific assets. In essence, balance sheet ac- 


counts of this type are contra-asset in character. 
A liability classification may be justified when 


there is a reasonable expectation that the account 
measures a probable asset disbursement. In no 
event, however, should such accounts be dis- 
played in financial statements within the stock- 
holders’ interest section. 


A present-day consideration of asset 
accounting cannot avoid the problems 
posed by the development and extension of 
ae relating to those accounting 
practices which have been described as 
constituting a quasi-reorganization. The 
possibility of a “fresh start” is recognized 
by at least three references to the account- 
ing for the absorption or elimination of a 
deficit contained in the Capital section of 
the 1941 statement. Other authoritative 
materials of recent years provide evidence 
that there is a wide acceptance of the view 
that a “fresh start” is not limited only toa 
distress situation. A review of the argu- 
ments and discussions evoked by this ex- 
tension of the concept to situations involv- 
ing upward revaluations of assets will not 
be attempted. It is appropriate, however, 
to report that the Committee believes that 
conceptually either upward or downward 
revaluations may properly result from 
establishing a fresh start for a continuing 
corporate entity. 

In the Committee’s opinion, the accept- 
ance of a concept of a “fresh start” im- 
plies only a recognition that accounting, 
economics, and other activities of man may 
fail to be perfect. Such a recognition does 
not deny the importance and usefulness of 
the general acceptance of accounting con- 
cepts nor does it suggest any relaxation in 
their consistent application. As the estab- 
lishment of a “fresh start” could be appro- 
priate only in extraordinary situations and 
as it does represent a departure from an 
established accounting basis, the Com- 
mittee believes a statement of accounting 
concepts should give recognition only to 
its conceptual possibility. That recognition 
is essential if the application of accounting 
concepts is to be rational rather than arbi- 
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trary. A recognition of the concept and 
notice of the effect of the new basis upon 
the assets and stockholders’ interest could 
be made as follows: 

It is conceivable that in extraordinary situa- 
tions a departure from the established basis of 


accounting for assets may be appropriate should 
the unassigned costs of assets under that basis 


lose their significance as measures of the account- 
ability of the enterprise for those resources. Con- 
ceptually, in these situations a change in the 
basis of accounting for all resources would afford 
more meaningful financial statements by provid- 
ing for each of the assets and for the stockholdery 
interest of the continuing corporate entity, new 
accounting bases equivalent to those which would 
be appropriate for a new enterprise. 


REVENUE, EXPENSE, AND INCOME 


Tuomas W. LELAND 


RECENT study of public opinion con- 
ducted by the Controllership Foun- 
dation discloses that the public does 

not understand the meaning of common 
accounting terms. This disclosure is not 
surprising when we consider the failure of 
the profession to develop a terminology 
that is definite and accurate. Account- 
ing concepts are difficult to present 
with terms of overlapping usage or with 
those that convey distinctly different ideas 
to those who read them.! The difficulty is 
encountered in the presentation of the 
revenue, expense, and income paragraphs 
of the revised statement. 

To overcome this difficulty our com- 
mittee proposes to insert in the revision of 
the 1941 Statement of Accounting Princi- 
ples explanations of the accounting terms 
essential to an understanding of the funda- 
mental propositions expressed therein. In 
the income and related paragraphs of the 
revision, it expects to offer definitions and 
explanations of the terms Revenue, Ex- 
pense, and Income. 

Revenue will be used as a general term 
for the amount of assets received or liabili- 
ties liquidated as consideration for the sale 
of products, the rendition of services, use 
of resources, exchange of assets, or liquida- 
tion of liabilities in a transaction which in- 


1 For a recent discussion of the layman’s confusion, 
see Don Knowlton, The Semantics of Annual Reports, 
THE AccounTING Review, October, 1947, p. 360. 


creases or decreases the net assets.” It is 
selected as the best term to embrace an 
increase in assets arising from sales, inter- 
est, rents, royalties, dividends and other 
gross credits reflected in the income state- 
ment. 

The Committee will avoid using the 
term “realized revenue” because only a 
realized addition to net assets is revenue. 
The Committee will not refer to unearned 
income for the same reason and also be- 
cause of the possible implication that 
“earned income” is associated with a 
merited inflow of assets; for example, that 
derived from compensation for personal 
services. 

The definition of revenue proposed by 
the Committee excludes gifts and appreci- 
ation or enhancement of assets resulting 
from changing market prices of existing 
units of property. 

It has been suggested that the definition 
of revenue should specifically exclude in- 
ternal exchange of assets such as depart- 
mental transfers. The Committee is of the 
opinion that its definition of revenue does 
exclude such transactions. 

Inasmuch as discovery value, timber 
growth and other forms of accretion do not 
meet the tests of revenue, the reference to 

® This and similar positive statements relating to the 
proposed revision should be interpreted as ——— 
the present thinking of the Committee. At the time 


writing this paper the Committee has prepared only 
tentative drafts for consideration at future meetings. 
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these items in the 1941 statement will not 
appear in the Committee’s revision. This 
omission, however, is not a withdrawal 
from the position taken in the 1941 state- 
ment. 

Expense is used by the Committee to 
embrace all product and period charges to 
be made against revenue in the measure- 
ment of income. Expense may arise through 
a current expenditure of cash, a total or 
partial expiration of an asset, or the incur- 
rence of a liability. 

The Committee’s definition of the term 
makes it include losses as well as deductions 
commonly styled ‘‘cost of sales.” The term 
“expense” is used in preference to “cost” 
because the latter term is more appropriate 
for the price of asset acquisitions carried as 
balance sheet amounts at the end of a 


given period. The Committee is aware of ~ 


the common narrow use of expense as an 
item distinct from losses and manufactur- 
ing costs, but it also has a broad use which 
affords a basis for selection as the best 
term for all deductions from and charges 
against revenue. The problem of specific 
terms for the different classes of expense 
will not be discussed in the revised state- 
ment. 

Income is used by the Committee to 
designate the addition to net assets which 
results from the excess of revenues over 
expenses. It is a “net,” not a “gross,” 
concept. 

The emphasis on assets in the definition 
of income is noteworthy. The credit to 
equity is a measure of the increase in 
assets. The details of the measurement are 
presented in the income statement, but in- 
come is the asset increase. 

Some changes in net assets are not 
revenue or expense. The Committee will 
specifically state that income of a corpo- 
ration is not affected by the issuance, acqui- 
sition, or retirement of the corporation’s 
own stock, adjustment of accounts record- 
ing stockholders’ interest, or a dividend 


distribution by the corporation. The Com- 
mittee intends that such a provision should 
not be interpreted as precluding a charge 
to expense or a credit to revenue where 
compensation, rental, sale of merchandise 
or other similar transactions involve capi- 
tal stock changes. In these transactions an 
entry for revenue or expense is made where 
the consideration is cash or property. Rec- 
ognition of revenue or expense is clearly not 
to be denied because the consideration in 
these transactions involves the receipt or 
issuance of a corporation’s own stock. 

The Committee is fully aware of the 
common use of the terms “revenue,” “ex- 
pense,” and “income” by accountants and 
business men to convey meanings other 
than those selected. The need for terms to 
cover specific concepts is so great that it 
justifies somewhat arbitrary definitions 
and usage for the purpose of furthering the 
expression and discussion of basic principles. 
The Committee hopes that the attempt to 
crystallize terminology will result in more 
precise use of the terms. 


Recognition of Revenue 


The Committee has given considerable 
thought to the revision of the paragraphs 
of the 1941 statement which relate to the 
recognition of revenue. The 1941 state- 
ment left some doubt as to whether the 
point of revenue recognition should be 
delivery of goods or services or transfer 
of legal title. In one place it said, ““Reve- 
nue may be said to accrue in the broad 
sense as the process of production ad- 
vances, but revenue is generally recog- 
nizable in the accounts only as validated 
by delivery of goods or services to custom- 
ers, with concurrent acquisition of cash 
or cash equivalent.” In another place it 
said, “As a rule the recognition of revenue 
must await the transfer of legal title to the 
customer.” Generally, transfer of title 
occurs at the time of delivery but there are 
important exceptions. For example, deliv- 
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ery may have been made with the passing 
of title delayed by making payment a con- 
dition for a completed sale. On the other 
hand, title may pass when there is no 
delivery as, for example, when commodities 
sold by bulk or weight are retained by the 
seller for the purchaser. 

The present committee would make the 
basic principle provide for recognition of 
revenue at the time of legal transfer of 
assets whether by delivery or otherwise, 
the performance of services, or the use of 
resources of one enterprise by another, 
provided there is concurrent acquisition of 
assets or a reduction of a liability. The 
basic rule is broadened, and a reduction of 
a liability is accepted along with the ac- 
quisition of assets. 

Recognition of revenue from interest, 
rent, royalties, and similar contracts on an 
accrual basis in accordance with the condi- 
tions of the contract is an application of the 
general rule. Of course this rule or recog- 
nition requires that collections be reason- 
ably assured. 

There is no denial of the recognition of 
revenue because the consideration received 
takes a form other than cash. It is neces- 
sary that the consideration received be 
“valued” or “priced” in order that a meas- 
urement of revenue will be accomplished. 
The basis adopted should provide the most 
objective basis available. The Committee 
has considered the terms “fair market 
value,” “fair cash price,” “cash equiva- 
lent,” and ‘“‘cash value” for this purpose. 
Whichever term is finally adopted, it does 
seem important to recognize that the 
measurement of consideration received 
from customers is perhaps best indicated 
in most cases by the established selling 
prices of the goods or services exchanged. 
For a choice in action received from a 
customer, the revision will require a pro- 
vision for estimated uncollectibles and 
other offsets which may be necessary to 
establish such price. 
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The usual criteria for the accounting 
recognition of revenue are subject to rea- 
sonable modification under special circum. 
stances. For example, revenue may be 
recognized with the billing of the customer 
in conformity with the terms of the contract 
as work in progress is approved. Also, 
revenue may be recognized on the basis of 
cash received when the collection of a sell- 
ing price is spread over an extended period 
or circumstances render full collection 
highly uncertain, or substantial costs are 
to be incurred after the date of sale or 
delivery. The Committee will provide for 
these modifications of the basic rule of 
recognition of revenue. Perhaps it should 
also give examples of procedures in revenue 
recognitions such as are followed by dealers 
in securities, by agricultural enterprises, 
extractive industries, or in joint cost 
operations. Although these cases are not 
specifically mentioned, they do appear to 
be covered in the general provision for 
reasonable modification of the basic rule. 


Expense Recognition 


The 1941 statement did not have an 
expense section; the principles of expense 
recognition are found in the cost section. 
They are stated in terms of cost absorption 
and expirations. In the proposed revision 4 
section for expense permits expense recog- 
nition through the incurrence of a liability 
or a current expenditure of cash. 

The present committee would give 
accounting recognition to expense in the 
particular period in which there is (a) 4 
direct identification or association of the 
asset expiration with the revenue of the 
period, as in the case of merchandise de- 
livered to customers; (b) an_ indirect 
association with or applicability to the 
period’s revenue of the deduction of 
charge, as in the case of office salaries and 
rent; or (c) a measurable expiration of 
resources even though not necessarily 
associated with the production of revenut, 
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past, present, or future, as in the case of 
losses from flood or fire. The Committee 
believes that the expense of a particular 
period should include all accounting costs 
not previously deducted from revenue and 
not reasonably applicable to future periods. 

Expense arising from the assignment of 
the accounting cost of assets the expi- 
rations of which are not subject to precise 
measurement should reflect estimates of a 
reasonably definitive and consistent char- 
acter, which estimates should be reason- 
ably consistent with those determined by 
other enterprises within the industry or 
trade, modified when necessary in accord- 
ance with the experience of the enterprise. 

The present committee recommends 
recognition of expense on an accrual basis. 
In a transaction with outsiders the accrual 
takes place at the time when a claim arises. 
In a downward adjustment of cost it takes 
place when the accounting cost is no longer 
one to which full value or service can be 
imputed. Provision has been made for 
adjustments for complete and partial loss 
of usefulness. Emphasis is placed on a 
requirement of objective determination in- 
volving either precise measurement or 
careful estimate. 


Intangibles 


With respect to intangibles the Com- 
mittee’s position is somewhat as follows. 
Intangibles with limited-term existence, in 
years or function, should be assigned to 
expense by systematic charges over the 
periods benefited. The assignment of in- 
tangibles not having a limited-term exist- 
ence may be deferred until the term of 
existence becomes limited or until they 
become worthless. 

The Committee believes that continuous 
carrying of organization expense and costs 
of raising permanent capital from stock- 
holders is sound on a theoretical basis ex- 
cept in cases of corporations with limited 
life franchises or corporations exploiting 


natural resources. It does not intend to 
oppose the common practice of immediate 
disposition of immaterial amounts and a 
reasonable amortization program of sub- 
stantial amounts provided in each case all 
charges for the write-off are made against 
revenue. Fixed balance-sheet amounts for 
this class of intangibles are permissive, not 
mandatory. 


Revenue from Reduction of Liabilities 


The Committee’s definition of revenue 
includes an increase in net assets resulting 
from the advantageous discharge of liabili- 
ties. Revenue recognition on cancellation 
of indebtedness is common in business 
practice. However, the Committee has not 
taken a position which permits no excep- 
tions. The writer believes the Committee 
may find it necessary to specify exceptions 
in the case of partial or complete discharge 
of liabilities through composition of credi- 
tors of an insolvent debtor, bankruptcy 
proceedings, or reorganizations. 

The Committee holds that the revenue 
arising out of the cancellation of a liability 
should be reflected in the revenue state- 
ment. 

Taxes 


The Committee believes that the tax 
effect of unusual items of revenue or ex- 
pense should be disclosed whenever the 
knowledge of such effect would make a 
material difference in the interpretation of 
the income statement. In similar circum- 
stances, disclosure should be made of tax 
consequences resulting from differences in 
financial and tax accounting unless there is 
a reasonable presumption that such differ- 
ences will regularly recur. Its position is 
that such disclosures should not be made 
by the adjustment of the amount reported 
in the income statement as “taxes” or 
“provision for taxes”; that those captions 
should be used to report only the actual 
taxes paid or believed to be payable under 
the applicable tax laws. 


ef 
ct 
0, | 
of 
ll. 
od 
on ‘ 
re 
or 
or 
of 
ld 
Lue 
ers 
eS, 
ost 
ot 
to 
for 
le. 
an 
nse 
ion. 
ion | 
on a 
0g- 
lity | 
give 
the 
a) a 
the 
the 
. de- 
irect 
the 
or 
and 
n of 
arily 
nue, 


20 The Accounting Review 


Correction of Errors 


The Committee believes that when an 
assignment of all or a portion of the ac- 
counting cost of an asset to expense has 
been made in good faith after considered 
judgment and after competent review, and 
the results met the test of the accepted 
accounting concepts and standards of the 
time, such assignment is not subject to 
reversal in latter periods. However, this 
concept of the finality of accounting does 
not preclude the correction of errors of a 
mechanical and non-judgment nature. 

Financial statements reflecting decisions 
as to the assignment of cost to expense, 
once they have been prepared, certified, 
and reported to stockholders, become a 
permanant record of operation perform- 
ance for a given year and of its financial 
condition at the year’s end, notwithstand- 
ing that hindsight may later indicate that 
any such decision could or would have 
been different had subsequent events or 
conditions been known or better estimated. 
In the reference to correction of errors, the 
committee has in mind correction of out- 
right errors in classification ormeasurement 
or the restatement of accounts containing 
gross distortions of facts determinable but 
not ascertained when the statements were 
originally prepared or reviewed. 


Inventories 


Accounting for inventories is essentially 
a problem in determining the portion of 
the acquisition and production cost which 
is to be charged to expense and the portion 
which is to be carried in the balance sheet 
as a charge against future revenue. When 
cost is not an appropriate basis for inven- 
tory pricing, the Committee feels that net 
realizable value should be the guide for 
the reduction. It does not favor reduction 
of inventory value below cost when re- 
placement cost declines, provided recovery 
of the book cost may reasonably be ex- 


pected in net proceeds of sales. 

The expression ‘‘cost or market”’ will be 
avoided in the revised statement because 
it implies a departure from the basic prin- 
ciples of cost and cost expiration. The 
Committee believes that the basis of valu- 
ation should be the portion of cost which is 
recoverable in the net realizable value. 
Theoretically, net realizable value should 
be: expected selling price less expected ex- 
pense of completing and selling. In practice 
the net realizable value is frequently com- 
puted by deducting a gross profit from 
expected selling price. When net realizable 
value so computed is below expected net 
proceeds, this practice establishes a loss 
in the current period to provide a profit 
in the period of sale. Some accountants 
would recognize only the theoretical ideal. 
Others would accept the practical ex- 
pedient of deducting a profit margin in 
computing net realizable value. 

The Committee has deferred a final 
decision as to its position and invites 
members of the Association to present 
their views concerning this question. 

Obviously the acquisition cost of inven- 
tory should be used if it is equal to or ex- 
ceeded by the expected net realizable 
value. 

The Committee has a further objection 
to the phrase “cost or market” which 
arises because many accountants common- 
ly use market to refer both to replacement 
cost and to realizable value. The use of a 
single term for such diverse concepts is 
unfortunate. Under the guide established 
by Statement 6 of the Accounting Re- 
search Bulletin on Inventory Pricing,” 
“market” is replacement cost within the 
limits of net realizable value and net 
realizable value less an approximately 
normal profit margin. Thus, if an item 
costing $10 has a replacement cost of $9, 


* Accounting Research Bulletin No. 29, American 
Institute of Accountants, New York. 
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the cost or market rule gives an inventory 
value of $9 if such amount is not more than 
the net realizable value and not less than 
the net realizable value less a profit mar- 
gin. Assuming average net realizable 
values ranging from $12 to $8 and a ten per 
cent gross profit margin, we have the 
following inventory prices under the two 
interpretations of the rule, ‘‘the lower of 
cost or market.” 


of inventory pricing and the method of its 
application should be consistently applied 
by the enterprise and they should be 
reasonably consistent with those found 
most useful by the industry or trade. 

Two statements somewhat as follows 
should be made with respect to the treat- 
ment of inventories in financial state- 
ments. “The basis of inventory pricing and 
the method of its application should be 


Net Net Value Inventory Amount 
Cost Replacement Realizable Realizable AA 
on Value Less Profit Bulletin Committee 
$10 $9 $12 $10.80 $10.00 $10.00 
10 9 11 9.90 9.90 10.00 
10 9 10 9.00 9.00 10.00 
10 9 9 8.10 9.00 9.00 
10 9 8 7.20 8.00 8.00 


The inventory amount under the AIA 
treatment and under the concept of realiz- 
able value less completion and disposal 
cost produce different inventory amounts 
when net realizable values less the profit 
margin exceed a replacement cost which is 
lower than actual cost. When the net 
realizable value is less than replacement 
cost and less than cost, both methods make 
no allowance for a profit margin. The pro- 
posal of the AAA committee seems to be 
more easily understood in application. The 
more or less arbitrary fluctuations of the 
concept of market among replacement 
cost, net realizable value, and net realiz- 
able value less profit appear to establish 
complications that are difficult to justify. 
Your writer is not familiar with the condi- 
tions which led to the adoption of the 
recommendation in the AIA Bulletin. It 
may have been a compromise between the 
supporters of an allowance for a gross 
profit margin in determining net realizable 
value and those who objected to such an 
allowance. 

The basis of inventory pricing may be 
applied, as appropriate, either to individual 
inventory items, to major inventory cate- 
gories, or to the total inventory. The basis 


revealed in the balance sheet. The portion 
of accounting cost assigned to expense in 
the pricing of an inventory by reason of a 
reduction of cost to an amount equivalent 
to its net realizable value should be dis- 
closed in the income statement.” 

“Fifo,” “lifo” and average methods of 
inventory pricing are satisfactory assump- 
tions for the flow of the inventory cost to 
expense. These methods are acceptable 
subject to the general rule of proper deter- 
mination of cost expiration and clear 
reflection of income by periods. The Com- 
mittee will probably make no reference to 
the retail method of inventory which is 
frequently used in department and other 
retail stores. This method establishes the 
inventory cost at the end of a given period 
by applying the ratio of cost to selling price 
(ignoring mark-downs) to the inventory of 
unsold merchandise at selling price. This 
method of inventory pricing reduces inven- 
tory costs to an amount which, in the 
absence of further declines in prices, per- 
mits realization of the usual gross profit 
margin in subsequent periods. Normally 
this gross profit margin covers disposal 
costs and a net profit but it does not insure 
a net profit because the disposal costs may 
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exceed the gross profit margin. To the 
extent that the method provides for a 
reduction of inventory costs below net 
realizable values, it is not in accord with 
the theoretical standard accepted by the 
Committee. 

The Committee is considering the desir- 
ability of indicating the limitations in 
pricing on a total inventory or group basis 
instead of the more commonly accepted 
item basis. It may decide to take a stand 
against an off-set of physical deterioration 
or obsolescence in one item by a price rise 
in another item. The choice of an item or 
other basis should be governed by con- 
siderations such as balance of quantities 
and relationship of the different items to 
the products manufactured. The recent 
bulletin of the American Institute of 
Accountants on inventory pricing covers 
this question of item and group basis in a 
very satisfactory manner, and our com- 
mittee might well repeat some of the con- 
clusions reached in this bulletin. 


Reserves Created by Charges in the 
Income Statement 


The revised statement will follow the 
1941 statement in objecting to arbitrary 
reserves set up by charges to expense. The 
creation of reserves by charges to expense 
except when they are required to give 
appropriate recognition to expense dis- 
torts the periodic measurement of income 
and may destroy the significance of the 
financial statements. 

The 1941 statement provided that ex- 
penses or losses arising from contin- 
gencies anticipated by the creation of a 
surplus reserve should be reflected not as 
reductions of the reserve but in the income 
statement of the period in which they are 
recognized. The present committee is in- 
clined to omit this provision. It is fully in 
accord with the principle but since it 
requires an all-inclusive income statement 
and indicates opposition to surplus re- 


serves except when required by contract or 
law, there appears to be no necessity for 
the provision. Possibly it should be in- 
cluded for the sake of emphasis against an 
incorrect procedure which has not com- 
pletely disappeared from practice. 

The 1941 statement took the position 
that all revenues and costs (expenses) 
should be reflected in the income state- 
ment. It was the purpose of this require- 
ment to make income statements of a 
corporation express completely its entire 
income history for a period of years. The 
1941 statement also provided that for any 
one year the income statement should 
reflect all realized revenue and all costs and 
losses written off during that year whether 
or not they had resulted from ordinary 
operations. In Section D, Capital, the 1941 
statement enumerated the permissible 
credits and charges to earned surplus. The 
balance of periodic net income was in- 
cluded in the list. No other revenue and 
expense charges were included. 

The present committee desires to follow 
the 1941 statement in supporting an all- 
inclusive income statement and a “clean 
surplus.” It proposes that the income of an 
accounting period should be reported in a 
statement providing an exhibit of all 
revenue and expense given accounting 
recognition during that period. This 
method of reporting income will produce 
statements for a period of years that will 
disclose completely the entire income 
history of the enterprise for the period 
covered. This disclosure is desirable be- 
cause under most circumstances an inter- 
pretation of the income results for a series 
of "years is prerequisite to an informed 
judgment regarding either the results or 
the prospects of an enterprise. 

The present committee believes that the 
income statement should be arranged to 
report consistently and in reasonable detail 
the particulars of revenue from and the 
expense of the operations of the current 
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period, measured as accurately as they 
may be at the time, and also all other items 
of income in the event there is revenue or 
expense not associated with the operations 
of the current period. Such an arrangement 
provides in a single statement the data 
required for an interpretation of the income 
history of the enterprise and those which 
may be helpful in formulating an opinion 
regarding the profitability of the opera- 
tions of the enterprise during an isolated 


period. The Committee considered the 
advisability of more definite statements 
concerning sections of the income state- 
ment but concluded that various arrange- 
ments of revenues and expenses by sections 
should be permitted provided they did not 
violate the required standards of disclo- 
sure, consistency, and reasonable detail. 
According to present plans no reference 
will be made tothe “single-stepstatement.” 


EQUITIES 


James R. 


committee deals with recommenda- 
tions and comments in regard to the 
accounting for the equities in a corpora- 
tion. In the first place, the committee 
members believe that the material on this 
subject should be developed as one section 
of the statement proper. In the 1941 state- 
ment, only a brief reference was made to 
liabilities as a group and a more expansive 
treatment of the equity of stockholders was 
set forth in a separate section under the 
heading of “Capital.’’ From an accounting 
viewpoint, the characteristics of the two 
classes of equities are so similar that it is 
believed that usefulness can be added to 
the statement of principles by the develop- 
ment of an accounting concept of equities. 
As was pointed out in the introductory 
paper, the Committee feels that it cannot 
necessarily follow the statutes and the 
courts in developing accounting concepts. 
This is especially true in so far as equities 
are concerned. Many interpretations and 
expedients have been adopted as account- 
ing principles and rationalized as such 
because they are provided for in various 
corporation laws. Accounting principles 
must be developed without regard to legal 
expedients which may be available at any 


To SECTION of the report of your 


McCoy 


given time if it is hoped to obtain accept- 
able provisions in corporation laws. The 
Committee is not recommending non- 
compliance with governing laws. Of course, 
transactions of a corporation must be 
accounted for as required by law. But 
members of law-making and law-adminis- 
tering bodies look to the accounting pro- 
fession for their knowledge of accounting 
matters to be incorporated into laws and 
administrative regulations. Confusion and 
controversy are inevitable if their search 
brings them legal requirements and ex- 
pedients cloaked as accounting principles. 
For example, at the recent session of the 
Ohio legislature, it was proposed to amend 
the corporate code—which contains its 
shareof expedients—to provide that corpo- 
rations should follow generally accepted 
methods in accounting for transactions. 
Compliance with such a provision would 
be impossible if transactions were recorded 
in accordance with expedients now con- 
tained in other sections of the same code. 

Furthermore, it is believed that an 
acceptable concept of equities can be de- 
veloped only by an approach from the 
accounting viewpoint rather than from the 
legal viewpoint. Much of the controversy 
aroused among members of the accounting 
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profession by the 1936 and 1941 statements 
of principles of this association resulted 
from differences in point of view. A recent 
comment concerning a proposed treat- 
ment of treasury stock illustrates the ob- 
struction to a meeting of minds from this 
source. It was stated that the proposal was 
unacceptable because, as a matter of law 
the acquisition of treasury shares had a 
different effect. 

As has been reported previously, your 
committee has not attempted to revise 
accounting terminology in an over-all 
manner, but two changes in terminology 
are recommended in this section. “Stock- 
holders’ interest’’ is suggested as a replace- 
ment for capital, net worth, or proprietor- 
ship as a name for the stockholders’ equity. 
It is a simple term and does not suggest to 
the layman a meaning contrary to that 
intended. Replacement of the word “sur- 
plus” is also recommended. There are two 
important reasons for such action. In the 
first place, ‘‘surplus” is commonly used to 
mean “that which remains over and above 
what is required” or as an adjective, “in 
excess of what is needed.” The accounting 
usage of the word to mean the excess of 
assets over liabilities and capital, without 
any representation that such excess is be- 
yond requirements, is confusing to a lay- 
man who is accustomed to use the word to 
mean an excess. The public relations impli- 
cations of this confusion warrant careful 
consideration of a change by management 
as well as by accountants. Secondly, the 
layman who may be able to differentiate 
the accounting usage of the word from its 
usual meaning is apt to be misled by the 
use of “surplus” to describe both capital 
contributed by stockholders or others and 
also income retained in the enterprise. The 
use of a common name for these items, 
even though modified by “capital” or 
“paid-in” and “earned,” tends to confuse 
the reader of a balance sheet as to the 
origin of part of the stockholders’ equity. 


Great progress has been made during the 
last several years toward segregation of 
so-called capital and earned surplus, but 
there remains the danger that “surplus,” 
however modified, is apt to be construed 
to mean only income retained in the enter- 
prise. This interpretation is encouraged by 
the presentation of both classes of surplus 
in a surplus section of the balance sheet. 
The task of choosing a replacement for 
“surplus” is difficult. Inasmuch as no one 
word would be acceptable, the solution 
must be found in the use of phrases to 
describe the nature of the various portions of 
the stockholders’ equity which are usually 
labeled surplus of one sort or another. In 
the paragraphs which follow, income re- 
tained in the enterprise (usually captioned 
“earned surplus”) has been labeled “re- 
tained income.” Capital contributed by 
stockholders or others which has not been 
credited to capital stock (usually captioned 
“paid-in” or “capital surplus’) has been 
labeled “additional capital contributions.” 
A few corporations have made similar 
changes in terminology in their published 
statements. W. Blackie, of the Caterpillar 
Tractor Co., in an address before this 
association last year, explained the devel- 
opment of the revised form and terminolo- 
gy of the published statements of his com- 
pany. In those statements, all of the con- 
tributed capital is presented as “Capital 
stock, common—stated capital.” In 1945, 
all of the paid-in surplus was transferred to 
the common stock account. Prior to that 
action, the contributed capital was pre- 
sented as one figure with the stated capital 
indicated parenthetically. Income retained 
in the enterprise is labeled as ‘Profit em- 
ployed in the business.”’ Mr. Blackie ex- 
plained that “employed” was selected in 
preference to “retained” because the latter 
failed to connote “putting to use.” But 
“retained” seems to express origin better 
and employment is implied. 

Your committee believes that the com- 
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plete development of accounting concepts 
of assets and income requires the develop- 
ment of an accounting concept of equities 
in a corporation. The receipt of assets 
from creditors and stockholders involves 
the recording of both assets and equities. 
The measurement of revenues and expenses 
in the determination of income can be 
accomplished only by consideration of the 
liabilities incurred and liquidated as well 
as the accounting costs of the assets con- 
cerned. And the equity of the stockholders 
will be affected by the income which is 
determined. 

From an accounting point of view, 
equities may be defined as claims against 
the enterprise. They consist of two classes: 
liabilities and stockholders’ interest. In a 
presentation of equities, the two classes 
should be segregated with the total of each 
class being reported. 

Liabilities are obligations to creditors 
and claims against the enterprise developed 
by past activities, which may be satisfied 
by the disbursement or utilization of the 
corporate resources. There is some question 
whether the definition of liabilities should 
be restricted to legally enforceable claims 
or expanded to include the following: 
claims not legally enforceable, but liquida- 
tion of which is intended; claims which 
will be satisfied by the utilization of corpo- 
rate resources, including in this term 
services to be performed by corporate 
personnel; and claims against the assets of 
the enterprise arising from the appropriate 
recognition of expenses which, at the 
balance sheet date, cannot be identified as 
the expiration of the accounting costs of 
specific assets. It is suggested that the in- 
clusion of the last named category of claims 
in liabilities will prove useful in developing 
the concept of income. An account with a 
credit balance created by a charge toa 
profit and loss account is either an obliga- 
tion or a reduction of an asset. If it is the 
former, it clearly belongs in liabilities. If it 


is the latter and not identifiable with specif- 
ic assets, or if it is a combination of the 
two, it may be that classification of the 
item as a liability is desirable because 
disbursement of assets in the future will 
be required as a result of identifiable 
events which have occurred prior to the 
balance-sheet date. For example, pro- 
vision for delayed maintenance may be 
considered to represent the assignment 
of the accounting cost of assets to ex- 
pense, but it may also require disburse- 
ment of assets in the future. Or, as in the 
case of provision for loss on purchase com- 
mitments, the completion of the transac- 
tion will require a reduction of current 
assets. It is not intended to introduce a 
budgetary concept of the balance sheet 
because such claims would be limited to 
those generated by past activities. 

Liabilities are measured by the cash, or 
the price of non-cash assets or services, re- 
ceived as consideration, or by estimates of 
a reasonably definitive character when the 
amount of the claim cannot be measured 
objectively. The same criteria should be 
used in measuring liabilities as have been 
discussed earlier in regard to the measure- 
ment of the cost of the assets received as 
consideration. In the case of contracts in- 
volving the receipt of additional considera- 
tion over a period of time, which may be in 
the form of services or utilization of assets, 
the amount of the liability should reflect 
the additional claim as the consideration 
is received. Certain claims, such as pen- 
sions, guaranties, or income taxes, are not 
subject to objective measurement and 
should be based upon estimates of a rea- 
sonably definitive character. 

When a liability is liquidated, any dif- 
ference between the amount of the assets 
disbursed and the amount of the liability 
represents revenue or expense. Some ob- 
jection has been raised to this position on 
the grounds that liquidation of a liability 
for an amount less than that at which it is 
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reflected in the accounts may be possible 
only because the assets of the enterprise 
are overstated and that, consequently, no 
income could result from the transaction. 
Such a condition does not invalidate the 
treatment of a gain on the liquidation of a 
liability as revenue. If assets are over- 
stated, then such amount of the cost of the 
assets should be assigned to expense. The 
net result may be that no income will be 
recognized. 

Stockholders’ interest is the claim of the 
owners against the enterprise. It consists 
of two classes: paid-in capital and retained 
income. 

Paid-in capital is measured by the cash, 
or the fair market value of non-cash assets 
or services, invested by stockholders or 
contributed by persons acting in a capac- 
ity other than that of a stockholder or 
creditor, or by the amount of liabilities dis- 
charged upon the transfer of an equity 
from a creditor to a stockholder status: 
For legal reasons, paid-in capital may be 
classified as legal or stated capital, and ad- 
ditional capital contributions. For ac- 
counting purposes, such classification does 
not seem necessary and in no event should 
it be permitted to lead to a method of 
presentation which will cause coiiusion as 
to the origin of this portion of stockholders’ 
interest. The action taken by the Cater- 
pillar Tractor Co. to consolidate all of the 
paid-in capital in the common stock ac- 
count is highly commendable from the 
standpoint of simplifying the presentation 
of stockholders’ interest. Perhaps, more 
emphasis on the accounting concept of 
paid-in capital may encourage its recog- 
nition in corporation laws. 

Retained income is the amount of in- 
come recognized since the formation or 
reorganization of the enterprise less the 
amount of the distributions to stock- 
holders. It may be designated as paid-in 
capital by means of stock dividends, re- 
capitalizations, or by other appropriate 


corporate action, but it does not thereby 
cease to be income retained in the enter- 
prise. For accounting purposes, the dis- 
tinction between paid-in capital and re- 
tained income should be permanent. 

It is the opinion of the committee mem- 
bers that limitations upon the disposition 
of retained income because of restrictions 
upon the use of assets or possible future 
expenditures or losses should be disclosed 
in parenthetical comments, footnotes, or 
in separate statements. The use of sub- 
divisions of retained income (usually cap- 
tioned reserves) to accomplish this pur- 
pose often defeats the fundamental objec- 
tive—disclosure. This is especially true 
where subdivisions of retained income 
along with certain liabilities which may 
also be called “reserves” are placed in a 
“reserve” section between liabilities and 
stockholders’ interest. This method of 
presentation of subdivisions of retained in- 
come, coupled with improper accounting 
for the creation and disposition of such 
subdivisions, has resulted in a very con- 
fusing area in many of the financial state- 
ments published today. It is recognized 
that subdivisions of retained income may 
be required by law or contract, and if they 
are properly accounted for and presented 
in the retained income section of stock- 
holders’ interest, many of the objections to 
their use are removed. Proper accounting 
for subdivisions of retained income re- 
quires that they should be created by de- 
duction from unrestricted retained income, 
not by charges to profit and loss accounts, 
and should be reduced only by return as a 
whole or in part to an unrestricted status 
when no longer necessary. The determina- 
tion of income should not be affected in 
any way by their use. 

Your committee recommends that the 
reduction of stockholders’ interest by the 
contraction of the outstanding shares of 
capital stock, whether or not such shares 
are reissuable, be given final recognition in 
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the accounts at the time the contraction 
occurs. The amount of the assets disbursed 
in accomplishing this contraction consti- 
tutes a reduction of paid-in capital up to 
the prorata portion of the paid-in capital 
applicable to such shares. When the 
amount of the assets disbursed exceeds the 
applicable amount of paid-in capital, the 
excess represents a distribution of retained 
income. This recommendation is a depar- 
ture from the 1941 statement in so far as 
reissuable shares are concerned. In that 
statement, it was held that the outlay for 
such shares should be treated as an unal- 
located reduction of the stockholders’ 
equity until the shares are reissued or re- 
tired, postponing final recognition in the 
accounts until that time. Even though the 
amount of the outlay is deducted from the 
stockholders’ equity, the deferment of the 
final recognition of the transaction until a 
later and unassociated transaction occurs 
attributes to these shares the character- 
istics of assets. The vestiges of accounting 
for these shares as assets will be removed 
only by recognizing that the final effect of 


the transaction upon the stockholders’ 
equity occurs at the time the outstanding 
shares are contracted without regard to the 
status which may be acquired by such 
shares. 

The concept of establishing a new basis 
of accountability for the assets of a con- 
tinuing corporate enterprise has been dis- 
cussed earlier. For emphasis, it is repeated 
here that this concept also embraces the 
simultaneous establishment of a new basis 
of accounting for stockholders’ interest. 
The equity of the stockholders remaining 
after the establishment of the new basis of 
accounting for the assets should be desig- 
nated as paid-in capital. Income subse- 
quently retained in the enterprise should 
be reported as having resulted from opera- 
tions since the date on which the new bases 
for accounting for assets and stockholders’ 
interest were established. It is believed 
that this simultaneous restatement of 
stockholders’ interest is an important safe- 
guard which is necessary to restrict the ap- 
plication of the concept to the extraordi- 
nary situations for which it is intended. 
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COST ACCOUNTING CONCEPTS 


INTRODUCTORY STATEMENT?! 
W. H. Reap 


S yOU WILL recall, some eleven or 
A twelve years ago the American Ac- 
counting Association became in- 
terested in producing a Statement of 
Accounting Principles. A research commit- 
tee of this organization and its executive 
council worked on this project, and in 
June, 1935, published in THE ACCOUNTING 
REVIEW, for the first time, what was then 
called a Tentative Statement of Account- 
ing Principles. In September, 1941, a re- 
vised statement of accounting principles 
was published. 

The Association has felt that the ac- 
counting profession has profited greatly as 
a result of these statements and that con- 
siderable benefit has been received there- 
from. 

In line with the thoughtfulness of the 
leaders in the Association whose inspira- 
tion led to the statement of accounting 
principles, there has been created a com- 
mittee known as the Committee on State- 
ment of Cost Accounting Principles. 

It was felt by the Executive Committee 
that the time was ripe for the research fa- 
cilities of the Association to be used to de- 
velop a statement of some basic principles 
in the field of cost accounting, and as a re- 
sult the president of the Association ap- 
pointed a committee the membership of 
which will take part in this program. This 
committee, which was appointed after the 
last annual meeting of the Association, 
held its first deliberations some time in 


1 This paper was presented at the annual meeting in 
September along with a paper by S. Paul Garner, on the 
historical development of cost accounting, and the 
three papers which follow. The persons presenting the 
papers constituted the Association’s Committee on 
Cost Accounting Concepts during the year 1947. 
Garner’s paper was published separately in the October 
issue of THE ACCOUNTING REVIEW. 


February of this year. 

It is our purpose to discuss with you 
some of the initial thoughts of our commit- 
tee, some ideas which seem to us to be 
basic in any philosophy of cost accounting 
principles. We hope that we may have the 
benefit of your criticisms and suggestions 
as to what should properly be included in 
such a statement. Please bear in mind that 
the statements made here are only tenta- 
tive and represent the development of 
notions within the Committee to date. Al- 
though the Executive Committee of the As- 
sociation has been informed from time to 
time of our progress, it has not had the 
opportunity to study our work in detail 
and, consequently, should be assigned no 
responsibility in connection with the state- 
ment at its present stage. 

As you will notice, we have shifted the 
subject from “A Statement of Cost Ac- 
counting Principles’ to “A Tentative 
Statement of the Fundamental Concepts 
of Cost Accounting.” 

It was felt by the Committee that the 
use of the word “principles” might well be 
avoided at this stage of the development. 
In general the term “principle” seems to 
carry a connotation of a false degree of 
certainty, or something “‘in the nature of 
things” that does not exist in the account- 
ing field. The terms “concepts” and 
“standards” seem to be much more mean- 
ingful. The art of accounting, including 
cost accounting, consists primarily of ac- 
counting methods which may be described 
as procedures or practices. However, a 
comprehensive statement of cost account- 
ing necessitates that one look behind the 
accounting methods and see upon what 
ground the whole system of cost account- 
ing is constructed. 
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It is at this point that concepts come 
into the picture. Since cost accounting as 
well as all accounting is man-made, it is 
well to look into the ideas of those persons 
designing cost-accounting systems to see 
if it can be determined what motives they 
had in mind. 

Cost-accounting concepts, as well as 
concepts of general accounting, may be 
divided into two groups: first, those ideas 
having to do with the nature and purpose 
of the organization which cost accounting 
is to serve; second, those ideas as to the 
purpose and function of cost accounting in 
rendering its services to the organization. 
It is the second type of these concepts 
which we propose to explore, in the main, 
although the first category is not to be 
ignored. It is in connection with this sec- 
ond group that we may be able to describe 
some cost-accounting standards, that is, 
criteria, against which the function of cost- 
accounting systems may be judged. 


Cost Accounting—Defined 


Cost accounting consists of those phases 
of accounting in general which have to do 
with the classification and assignment of 
costs to centers of operation, to product 
units, and to portions of the revenue 
stream. In addition it includes the report- 
ing of all types of cost information. Within 
its scope are the accounting techniques 
which seek to determine the over-all peri- 
odic net income of the business firm as well 
as the portions of that income derived from 
divisions, departments, product lines, or 
other subdivisions of the business enter- 
prise. 

Thus defined cost accounting is not a 
separate field in itself, but rather, it com- 
prises all of the cost recording and report- 
ing activities of the accountant. 


Purposes of Cost Accounting 


The purposes of cost accounting are. 
(1) to assist in the minimization of costs of 


performance within the business unit; (2) 
to provide information basic to the deter- 
mination of financial position and net in- 
come; and (3) to provide compilations of 
cost data designed specifically to aid in the 
solution of specialized problems of business 
management. 

Perhaps most cost accountants feel that 
the primary function of cost accounting is 
to organize cost data as an aid to manage- 
ment in the minimization of costs. Such 
minimization must, of course, be consist- 
ent with the effective accomplishment of 
the aims and activities of the enterprise. 
In the cost accountants’ language this is 
the function of cost control. Control, so 
used, means more than mere cost reduc- 
tions. It comprehends the complete bal- 
ancing of all cost factors with operational 
results. 

As a consequence of this function of cost 
control a number of somewhat specialized 
cost-accounting techniques have been de- 
veloped; for example, the study of the 
characteristics of various cost elements 
with relation to rates of productive activ- 
ity, the use of the flexible budget, the iso- 
lation of controllable costs, and the detec- 
tion and reporting of variances from rea- 
sonable standards. 

The second important function of cost 
accounting is income determination. Two 
aspects of this function are recognized: 
(1) the determination of the periodic in- 
come of the entity as a whole; and (2) the 
determination of the income of such sub- 
divisions of the entity as may merit sepa- 
rate analysis. In the latter case the income 
may be from the operations of a division 
or department of the enterprise over a 
time period or from the sale of a single unit 
of output. 

This aspect of cost accounting, while of 
utmost importance to the successful opera- 
tion of an enterprise, may easily be over- 
rated both as to its accuracy and as to its 
dependability. In the first place, it is clear 
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that as the accounting period covered by a 
particular report is shortened, the relia- 
bility of the data is reduced. This is true 
because only over relatively long periods of 
time can costs be matched with revenues 
with any high degree of certainty, and 
ideally, from the standpoint of accuracy, it 
is questionable as to whether any attempt 
should be made to determine the net in- 
come of a business for any period shorter 
than its entire life. However, cost account- 
ing attempts to go considerably further 
than this: first, in facilitating the determi- 
nation of annual net income; second, in 
providing data for quarterly, monthly, or 
even shorter periods; third, in so subdi- 
viding costs as to report periodic income by 
product lines; and, finally, by attempting 
to determine the profit figures of individual 
units of sale. 

The final major function of cost account- 
ing lies in its usefulness in contributing to 
the making of specialized managerial de- 
cisions. Typical specialized problems, 
many of which are nonrecurrent, include 
product pricing, efficiency evaluation, de- 
cisions relating to production and distri- 
bution methods, employee compensation 
plans, asset replacement, volume changes, 
and a host of other problems the solutions 
of which should depend partly on cost- 
accounting data. The analysis of these 
special problems involves the study of cer- 
tain specialized concepts such as fixed and 
variable costs, controllable costs, differ- 
ential costs, replacement costs, sunk costs, 
etc. 

The above-noted purposes are broadly 
stated in order that they may serve as a 
means of evaluating the utility of specific 
cost-accounting devices and procedures. 
Thus in appraising the usefulness of a 
given procedure one would inquire whether 
or not it serves to fulfill one or more of the 
three general purposes. 


Limitations of Cost Accounting 


Although the primary purpose of a 
statement of cost-accounting funda- 
mentals and concepts is to contribute to 
the greater usefulness of cost accounting, 
another important purpose is to describe 
its limitations and possible misuses. Since 
cost accounting has been developed as a 
managerial tool, it has never been con- 
sidered to be of such broad public signifi- 
cance as financial accounting. However, 
even as a managerial aid it is subject to 
definite limitations. For example, over- 
reliance upon the data of the cost account- 
ant might well be the critical factor in cer- 
tain business failures. Particularly danger- 
ous is any blind use of all-inclusive unit 
cost figures as a basis for product pricing. 
Likewise it must be recognized that when 
overhead allocations are made among cost 
centers or departments, or among lines of 
product, the resulting total costs of operat- 
ing the departments or of making and sell- 
ing a particular part of the product line are 
no less arbitrary than were the methods 
used in making the overhead allocations. 
It is highly desirable that reliable criteria 
or standards be determined for evaluating 
the results of a great many of the cost allo- 
cations. Too frequently accountants busy 
themselves in carrying out the determina- 
tion of the cost of a particular operation to 
what appears to be the mth degree of finite- 
ness only to lose sight completely of the 
weaknesses inherent in their basic assump- 
tions, namely the method of allocation of 
burden. 


Present Status of Cost Accounting 


Inasmuch as cost-accounting activities 
have traditionally been viewed as of sig- 
nificance primarily to internal manage- 
ment, the tendency has been for cost- 
accounting methodology to develop in 
terms of the presumed requirements and 
convenience of the individual business 
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firm. The lack of publicity, such as is given 
to the general financial statements, stimu- 
lates the impression that there exists little 
uniformity of principle or procedure in 
cost-accounting activities. This impression 
is borne out by the results of research 
studies which reflect marked lack of uni- 
formity of practice in the recording and 
reporting of cost data. 


Evidence of Need for a Statement of 
Fundamentals 


During recent years interest in the prin- 
ciples of general accounting has become 
strongly intensified. Because cost account- 
ing has an important bearing upon the re- 
ported financial position and results of 
periodic operations, it is equally important 
that the fundamentals of cost accounting 
be examined carefully and, to the extent 
possible, formulated for general appraisal 
and application. 

The growing public interest in the opera- 
tions of individual enterprises has resulted 
in a parallel growth of interest in the oper- 
ating costs. This tendency was accentuated 
during the war period, but it has carried 
over into peacetime and is evidenced spe- 
cifically in such statutory measures as the 


Robinson-Patman Act, and state unfair 
trade practices acts. 


Benefits to be Achieved 


Through the formulation of a statement 
of cost fundamentals the opportunity 
arises for the focusing of interest upon the 
cost concepts and practices which promise 
to be the most valuable in the operation of 
an enterprise. The stimulation of criticism 
and discussion, and the critical analysis of 
traditional practices, must serve to benefit 
the field in general. We hope that the final 
product of this project, reflecting the con- 
sidered opinions of many persons, will 
constitute a reliable guide to those who 
seek positive assistance and assurance. To 
a growing extent uniformity of basic con- 
cept may be attained, with a consequent 
substantial increase in the comparability 
of the financial statements of business 
enterprises. 

What I have here presented briefly 
summarizes the developments from the 
Committee’s meetings to date. In the 
three papers to follow, the individual 
committee members will present elabor- 
ations upon each of the ‘three major ob- 
jectives of cost accounting. 


COST MINIMIZATION AND CONTROL AS A FUNCTION 
OF COST ACCOUNTING 


CLEMENT L. 


ANY THOUGHTS on cost accounting 
M for control have previously been 

expressed in numerous articles. 
This brief paper can only summarize some 
of the basic controlling ideas in an effort 
to contribute toward the compilation of a 
statement of the fundamental concepts of 
cost accounting. 

Cost control has been defined as “the 
guidance and regulation of the internal 
operations of a business, by means of mod- 
em methods of costing, through which 


STANFORD 


manufacturing and sales performances are 
measured.” Furthermore, it has been 
stated that “cost control has as its purpose 
the leading of management into a search- 
ing examination of its working plans, 
methods, organization, physical facilities, 
and manpower in order that defects and 
weaknesses may be discovered and cor- 
rected.” 


1 J. Hugh Jackson, V,A,C,A. Bulletin, Vol. XXVII, 
No. 24, p. 1187. 
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The driving force or incentive in busi- 
ness is to create a profit. This means that 
costs must be incurred and the resulting 
products sold at a price in excess of the 
total costs involved. In wartime cost-plus 
contracts are sometimes used largely be- 
cause of the uncertainty of costs to pro- 
duce. However, in ordinary circumstances, 
when sales prices are constantly guided by 
competition for the consumer’s dollar, 
both from identical and wholly different 
products, the amount of profit is often de- 
termined by the costs incurred. 

Costs coordinated with mental and 
physical activities of employees produce 
the revenue. The effectiveness of costs can 
vary widely just as the mental and physi- 
cal activities of employees vary between 
broad limits. Therefore, cost selection and 
direction is fully as important as employee 
selection and direction. Costs unwisely in- 
curred may be completely unproductive of 
revenue. The degree of successful cost 
minimization and control depends on 
judgment predicated on sound facts and 
basic principles.” 

The duty of cost minimization and con- 
trol is to guide, regulate, or exert a direct- 
ing influence, and it is of course sensible 
only to the extent that it does not impede 
accomplishment of the desired task. Meas- 
urement of accomplishment of a specific 
activity is not always susceptible of precise 
numerical expression; the final success of 
an activity must be determined by man- 
agerial decision. Cost management in- 
volves constant measurement of costs on 
the one hand, and the appraisal of aims 
and results on the other hand—a balancing 
of sacrifice and achievement. Cost data 
can ably assist in shaping decisions even 
though the cost data alone rarely provide 
a complete answer.’ 

Costs vary with changes of output, fac- 


*7R. L. Dixon, “Cost Economy,” an unpublished 
manuscript, 
Thid, 


tor prices, technology, methods of manage- 
ment, size of plant, distribution channels, 
size of order, and efficiency of workers to 
such an extent that it is probable that an 
exact cost of any unit of product or of any 
productive operation can never be deter- 
mined completely and precisely so as to be 
expressible in a single all-inclusive unit- 
cost figure. 

Cost data sought by management usu- 
ally pertain to the past, present, or future 
costs of operations. Accurate determina- 
tion and understanding of past and present 
costs is the foundation upon which to build 
prospective cost guides based on current 
and expected cost conditions. 

All-inclusive unit costs are frequently 
used in a manner which would imply their 
absolute exactness. However, cost figures 
are based on accounting data which in- 
clude certain rule-of-thumb judgments and 
arbitrary conventions. It is hoped that the 
development of fundamental concepts of 
cost accounting will lead the way toward 
a reduction in the use of differing cost con- 
ventions and judgments. A unit-cost figure 
is materially affected by volume of output, 
length of costing period used, and abnor- 
malities in incurred costs and operating 
conditions within the particular costing 
period. Therefore, an all-inclusive unit 
cost is useless when unexplained. In nearly 
all cases cost relationships beyond those 


which are most immediate and direct. are 


not susceptible to more than a rough ap- 
proximation. Therefore, cost accounting is 
forced to choose between completeness on 
the one hand and exactness on the other. 
The choice should favor exactness, since 
complete but inexact data can only be 
misleading. In choosing exactness instead 
of unreliable completeness the cost ac- 
countant notices that cost data are not 
answers in themselves; that in the final 
analysis human judgment must constitute 
the all-important decision-making factor 
and that the cost data constitute only a 
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partial clue to any important decision. 

Cost minimization and control depend 
upon two fundamental conditions: (1) the 
organization of the cost data in terms of 
the persons directly responsible for incur- 
rence of the costs, and (2) the provision of 
cost criteria in the form of statistical 
analyses, standards, or other bases for the 
evaluation of the effectiveness of the costs 
incurred.‘ 

The classification of costs in terms of 
personal responsibility frequently con- 
flicts with classification in terms of func- 
tional activities. In such situations the re- 
sponsibility basis should govern the pri- 
mary organization of the cost data, with 
the functional basis treated as a secondary 
or statistical presentation. Some concerns 
find it desirable to keep accounts on both 
the responsibility and functional basis. 

Authority to incur costs implies a simul- 
taneous responsibility to follow through to 
determine the resulting productivity. 
Every employee has something to do with 
the cost of products and at times can make 
important contributions to cost improve- 
ment. The production planners, the groups 
that order materials and control inven- 
tories, the tool designers and equipment 
purchasers, and the productive workers all 
have a marked influence on the ultimate 
cost of the product. It is therefore neces- 
sary that each group recognize its responsi- 
bility and that every individual strive to 
improve cost. 

In order to improve costs it is necessary 
to know present costs and operating con- 
ditions and to know the attainable costs. 
Final or end-product costs are merely 
summaries of costs of materials, labor, and 
processing charges incurred by human di- 
rection in different stages of completion. 
These stages frequently involve many 
group or individual responsibilities for cost 
incurrence. Therefore, effective cost-con- 


‘Committee on Cost Concepts, American Account- 


ing Association, 


trol devices must parallel the product flow 
and isolate the various cost elements by 
individual or group responsibility. 

Auxiliary functions to line departments 
such as inspection, timekeeping, material 
handling, sweeping and cleaning, and 
power plant operation are frequently car- 
ried on in separate service departments in 
an effort to obtain lower costs from spe- 
cialization and integration. Control of 
service-department costs comes from 
within the service departments and not 
after apportioning to other departments. 
However, an element of control can exist 
when a burdened department is in a posi- 
tion to question the basis and propriety of 
the distributed service charges. 

Cost reports for departments must dif- 
ferentiate between controllable and non- 
controllable expenses in sufficient detail 
and clarity to inform the responsible super- 
visor of precise areas of responsibility. In- 
volved and perhaps combined overhead 
distributions do not facilitate cost control. 

Actual historical costs of operations 
which have been performed yield little in- 
dication of their effectiveness. A change in 
costs may reflect a change in efficiency or 
it may be the result of forces over which 
the business has no control, such as 
changes in prices of materials and labor. 
Using historical costs to calculate differ- 
ences between costs at various actual vol- 
umes is frequently of little benefit since the 
data may apply to periods-which are 
months apart and affected by different 
economic factors. 

Cost control provides a means of meas- 
uring performance and efficiency. Such 
measurement. may be based on an indi- 
vidual worker, an operation, a department 
or an entire plant. Any measurement of 
performance is a relative matter; therefore, 
cost units used must be compared with the 
units of production and adjusted for un- 
usual conditions to permit proper inter- 
pretation. 
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Carefully predetermined standards are 
the common means by which results or the 
effectiveness of costs are measured. Such 
standards are determined by a process of 
scientific investigation using experience 
and presently known factors. A correct 
standard cost is the true product cost, and 
the actual cost is-only useful in that it re- 
veals deviations from the correct cost. By 
separating the deviations from standard 
into those which are controllable and those 
over which there is little or no control, it is 
possible to isolate the specific cost ineffi- 
ciencies and to devise correctional pro- 
cedures. 

Excessive costs may be found in ma- 
terial, labor, and many overhead items. 
Material costs may be higher than quality 
substitutes would warrant, small purchase 
orders for materials may involve expen- 
sive setup charges by vendors, and quan- 
tity discounts may be missed. Poor ma- 
terial utilization may also result in pre- 
ventable waste. 

Excessive labor costs result from spoil- 
age and rework efforts, from poor planning 
and scheduling of operations, from poor 
supervision, and from inadequate consider- 
ation of the human equation. 

Indirect or overhead expenses contain 
material and labor charges which can be 
guided or controlled when measured 
against objective performance standards. 

Overhead distribution must distinguish 
between those costs which are a function 
of time and those which are a function of 
use. Time or period costs are those in- 
curred regardless of volume of production, 
whereas use costs or variable costs are 
those which fluctuate more or less directly 
and consistently with production. It is 


necessary to know how the main cost com- 
ponents are related to variations in out- 
put. Any total cost may include divergent 
and conflicting elements. Actual examples 
indicate that frequently “there are not two 
kinds of costs, one fixed and the other vari- 
able, but a single kind, which is fixed for 
small ranges of output but becomes varia- 
ble in longer ones. The length of time and 
range of output which must elapse before 
one particular cost ceases to be fixed and 
becomes variable will differ considerably 
from another.”* To accomplish control and 
to minimize costs of an enterprise the ways 
in which materials, labor, fuel, deprecia- 
tion, supervision, and other expenses vary 
with the rate of plant utilization must be 
known. 

To meet this need flexible budgets, 
break-even charts, standards, indexes, and 
ratios are employed to interpret costs at 
various output levels. Flexible budgets re- 
veal the corrected standard cost for the 
output level actually experienced. 

The effectiveness of costs in business 
operations must be an individualistic de- 
termination based on informed managerial 
judgment. Budgets and forecasts are an in- 
tegral part of the accounting and financial 
system required to produce informed judg- 
ment. They represent the best opinion of 
future happenings and therefore guide the 
present and future course of operations. 
Costs for minimization and control must 
be timely and carefully geared to these 
engineered plans or budgets to show cur- 
rent accomplishment and to set out areas 
of further accomplishment. 


5 E. Whittaker, the Accountinc REVIEw, January, 
1946, p. 17. 
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THE RELATIONSHIP OF COST ACCOUNTING 
TO INCOME DETERMINATION 


H. W. Kenprick 


accounting to income determination, 

acknowledgment is made of the many 
excellent articles on the subject which have 
been published in the past. The presenta- 
tion herein is made in the hope that what 
is said will, in some small measure, stimu- 
late action in the formulation of a state- 
ment of cost fundamentals. 

I do not conceive of cost accounting as 
being fundamentally different from general 
(financial) accounting since both are “built 
about a single function: to supply depend- 
able, relevant information about a busi- 
ness enterprise.” Cost accounting like 
general accounting should be used to col- 
lect, record, allocate, assign, summarize, 
and report data under a single coordinated 
body of theory. The basic purpose of all 
accounting is to furnish sufficient details 
about the recorded financial facts of a 
business enterprise to provide those per- 
sons interested with basic data usable in 
the solution of any question of which the 
recorded facts are a part. 

One of the stated purposes of cost ac- 
counting is to provide information basic to 
the determination of financial position and 
the total income for the accounting period, 
as well as the income from specific ele- 
ments within the over-all activities of the 
business firm. 

It appears, then, that the basic function 
of cost accounting is to make use of cer- 
tain recorded financial data to the end that 
the financial facts are in a more readily 
usable basic form for solving certain types 
of problems; that cost accounting is some- 
thing superimposed upon general account- 


[' DEALING with the relationship of cost 


C. Littleton, the Accountinc Review, Septem- 
ber, 1938, p. 235. 


ing, guided fundamentally by basic “gen- 
erally accepted accounting principles,”’ but 
adding a refining procedure under funda- 
mental concepts peculiar to the refining 
process. 

In support of this point of view we find 
the statement that “cost transactions, the 
events by which the business first incurs 
the costs, do not usually occur in such 
form nor at such time as to furnish ready 
made costs suitable for use for the purpose 
for which they are intended. The entries 
which are made to record these transac- 
tions as they occur are very necessary; but 
they are, so to speak, the raw materials of 
cost accounting.’ 

The refining procedures utilized in cost 
accounting, to accomplish the end desired, 
are varied in character. This tends to make 
a general agreement on fundamental con- 
cepts difficult. However, back of all com- 
plicated procedures used to accomplish 
any one purpose there must be a single 
starting point (a fundamental) from which 
procedure must emanate. 

One starting point, which leads to an 
understanding of the more complicated 
issues of cost determination, has been sug- 
gested by the Executive Committee of the 
American Accounting Association. The 
committee’s statement that “Factors of 
production and other resources of an enter- 
prise are measured at the date of acquisi- 
tion by costs incurred or amounts invested, 
on a cash or equivalent basis, and at later 
dates by the balances of costs incurred or 
amounts invested after taking into account 


2The Uses and Classification of Cost, N.A.C.A. 
Bulletin, Vol. XXVII, No. 14, Sec. II, Research Series 
No. 7, May 15, 1946, p. 939, 
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the effects of operation and other subse- 
quent events.’ 

Although we are now generally requiring 
the books of account to carry a hetero- 
geneous mass of information (lower-of- 
cost-or-market and other value data), the 
original and basic purpose was that of 
showing original cost facts. Obviously, the 
reports made only from original cost facts 
are of very limited use. Such reports do, 
however, maintain a straight road of dollar 
fact without embellishment. Further, such 
reports serve the purpose of furnishing a 
point of departure for investigating other 
related facts, such as determining the re- 
lationship of the recorded cost to present 
and future values. 

From this starting point it is contended 
that all resources, to be used in productive 
activities, are acquired as the result of the 
actual dollars paid, or to be paid, for them. 
Further, all dollars thus paid out result in 
varying kinds of resources (cost factors) 
which will be released as needed to carry 
out the numerous activities in which the 
business is engaged. It is further believed 
that if these costs (resources) are released 
on the “original cost” basis, the “‘cost of” 
the unit, activity, etc. can best be meas- 
ured. In this manner, then, the number of 
dollars released from any point along the 
“dollar road” of business activity can be 
followed and a measure taken of the num- 
ber that: (1) have been lost (expired) with- 
out aiding in the production of income, 
(2) are combined with others to form a new 
cost factor (resource), or (3) have been 
used (expired) in the production of periodic 
income. 

The adoption of the “original cost” 
theory as a starting point will make an 
agreement on basic fundamentals of cost 
accounting easier of accomplishment. One 


* Accounting Principles underlying Corporate Fin- 
ancial Statements, a pamphlet prepared by the Execu- 
tive Committee, American Accounting Association, 
June, 1941. 


such fundamental of cost accounting, in 
its relationship to net income determina. 
tion, may be stated as follows: 

Certain costs attach clearly to units of 
product and, flowing through inventory 
accounts charged against the revenues of 
the accounting period; many important 
costs, however, are joint costs and can be 
designated as expenses only through a proc- 
ess of allocation and reallocation in which 
the exercise of judgment and estimate are 
of preponderant importance. Only those 
costs which clearly contribute to produc- 
tivity, either by addition of value or by 
aiding in the commensurate reduction of 
other costs, should be permitted to flow 
through the product inventory accounts, 

Agreement on any fundamental is 
determined, in part at least, by applying it 
in actual practice as a test of its validity, 
As has been pointed out, “the process of 
measuring periodic profit involves the 
matching of costs with related revenue on 
some consistent basis. This includes the 
application of costs to unit of product asa 
basis for separating the costs applicable to 
the units remaining in inventory.’ 

The measuring process, to determine the 
costs which are applicable to units remain- 
ing in inventory as well as to those units 
sold, is admittedly complicated. We find an 
example of this in the need to allocate 
costs to joint products. Such costs are 
usually assigned to their intermediate and 
end results on the basis of product weight, 
volume, net market value, floor area, 
number of employees, dollar amount of 
other assigned costs, and so forth. 

It should be recognized that such assign- 
ments are at best reflections of judgment 
rather than scientifically provable alloca- 
tions—that they represent the judgment of 
the management and the accountant as to 
the portion of the joint cost which the 


4The Uses and Classification of Costs, N.A.C.A. 
Bulletin, Vol. XX VII, No. 18, Sec. II, Research Series 
No. 7, May 15, 1946, p. 940. 
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product or activity should be expected to 
bear in its income-producing function. 
Accordingly, managerial decisions which 
are based upon cost assignments designed 
primarily to effect a reasonable determina- 
tion of income must be viewed as being 
basically conjectural. The precision with 
which allocations are made within the 
business should undoubtedly be accom- 
plished on a best “scientifically computed” 
basis achievable and should be consistently 
followed. Recognition has been given to 
this treatment in the statement that “Ina 
sense, all costing for profit determination 
purposes is concerned with the allocation 
of costs to a period of time.’”® However, ina 
further discussion in the article in which 
this statement appears it is pointed out 
that in the process of measuring these costs 
many problems arise which are not suscep- 
tible of precise measurement or solution. 

For example, the actual segregation of 
the dollar amount of a resource which must 
be released from the building or other 
fixed-asset accounts, in the form of depre- 
ciation, is not an exact thing. In this, as 
well as in many other allocations of impor- 
tant costs, the exercise of judgment and 
estimate play an important part. We 
should recognize that periodic depreciation 
is not objectively determined. The most 
scientific method yet devised does not 
purport to allocate to annual periods an 
exact amount of the asset cost expired 
during each of such periods. Acceptance 
then of a best “scientifically computed” 
basis for such allocation must be recog- 
nized and accepted (e.g., the straight line, 
unit of production, or others). Similarly, 
agreed bases for periodic amortization of 
intangibles, organization expenses, bond 
discounts, and other like costs should be 
adopted. 

Other problems, such as allocating in- 


*The Uses and Classification of Costs, N.A.C.A. 
Bulletin, Vol. XXVII, No. 18, Sec. II, Research Series 
No.7, May 15, 1946, p. 940. 
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ventory costs to processes and allocations 
of administrative costs between manufac- 
turing and distribution, are solved by the 
management and the accountant through 
policies and procedures adopted which 
will reflect the most sensible and reason- 
able resting place of the cost allocations 
made. The policies and procedures adopted 
will of necessity vary as between business 
but the results attained will not be materi- 
ally different if policies are formed, and 
procedures followed, on a high level of 
intelligence and integrity. 

In this connection, the injection of stand- 
ard cost processes will not distort or affect 
the original cost theory. Standard cost 
accounting, like cost accounting, is a 
supplemental device, superimposed upon 
the general accounting system. Like cost 
accounting, it provides a refining process 
the results of which give a better measure 
of the efficient utilization of the factors of 
production as well as serving as an impor- 
tant aid in the determination of correct 
periodic net income. 

Efficient management makes only those 
expenditures which are intended to serve 
in some manner the over-all productiveness 
of the business. It is indicative of an error 
in managerial judgment, with resultant 
loss, when any cost release has not been 
used to its full capacity in the production of 
revenues. Responsibility for such losses is 
tempered only by the effect of happenings 
outside the business over which manage- 
ment has no control. Only such costs (both 
controllable and noncontrollable) which 
clearly contribute to productivity, either 
by addition of value or by aiding in the 
reduction of other costs, should be pre- 
mitted to flow through the inventory 
accounts. All other cost expirations should 
be shown as losses, nonproductive in char- 
acter, in a separate section of the income 
statement. 

Herein lies the main function of cost 
accounting, which takes the result of ex- 
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penditure (productive resources) as its raw 
material and on some consistent basis, 
records it, analyzes it, classifies it, allocates 
and reallocates it, traces it, and finally 
segregates all such expenditures, made 
within the reporting period, into their final 
resting places; namely: (1) to losses which 
have served no productive purpose, (2) to 
those expiring (as expense) with the sale, 
and (3) to those left which are to be used 
in the production of future income. Cost 
accounting thus aids materially in the 
matching of those costs which have been 
released by management to play their 
part in the production of periodic income. 

Many theories have been advanced as to 
the proper handling of cost releases within 
the accounts for purposes of periodic in- 
come determination. On the one hand the 
theory is advanced to provide: (1) that 
only clearly traceable, direct costs of manu- 
facture may properly be funneled through 
the product inventory accounts; (2) that 
the indirect costs of the period be pooled 
and only one allocation make, namely, a 
lump-sum portion of the total, comparable 
to the fraction of the year’s product sold, 
be treated as an adjunct to the factory cost 
of sales with the balance of the indirect 
cost pool treated as a current asset in con- 
junction with the unsold inventory valued 
at its direct costs; (3) that all costs which 
are clearly “time” or “period” costs, such 
as property taxes, fixed-asset depreciation, 
plant insurance, and similar items, be 
charged directly to the operating-expense 
accounts for the period. 

Under this theory many valuable cost 
facts would not be made available which 
are considered essential to the efficient 
management of the business. There would 
be little, if any, need for the exacting re- 
quirements of a cost-accounting system. 
Further, this method does not distinguish 
between productive and nonproductive 
costs, which is so essential to the determi- 
nation of accurate periodic net income and 


inventory balances. This method will 
neither permit nonproductive costs to be 
shown as losses or period costs, nor allow 
proper amounts of such costs as fixed-asset 
depreciation, plant insurance, etc., to be 
charged to products or allocated between 
periods. Under this theory the necessity 
for making decisions as to the division of 
expenditures on a “capital vs. income 
charge” basis does not seem important, 

At the other extreme the theory is ad- 
vanced that all nonwasteful costs incurred 
during the period are viewed as being pro- 
ductive of the ouptut of the period and are, 
through a process of successive assign- 
ments and reassignments, assumed to 
attach to the units of inventory, and are 
correspondingly treated as current assets 
or as cost of sales in the periodic state- 
ments. The various allocations, realloca- 
tions, assignments, and reassignments of 
the many direct and indirect costs needed 
under this theory would be very numerous. 
All product and period costs would be sub- 
jected to a complete analysis at every 
point of release. Tracing costs through the 
many steps called for under this theory 
would necessitate a very extensive account 
classification and a very complicated cost 
system. Further, the cost of operating such 
a system would probably be excessive and 
only a relatively small amount of the 
detail thus provided would be usable. 
Finally, the many judgmental and arbi- 
trary cost allocations which this plan will 
entail lead to the conclusion that the de- 
velopment of cost accounting in this 
direction is undesirable. It should be 
noted that the ultimate manifestation of 
this view would be an income statement in 
which only one expense item, merchandise 
cost of sales, would appear. 

Both theories are to a degree defensible. 
However, neither method would permit 
management to use costs thus gathered to 
their fullest extent in controlling the activ- 
ities, of the business. For example, on the 
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one hand, no part of the cost released from 
a fixed asset (depreciation) would be con- 
sidered as contributing to inventory value, 
while on the other hand every type of 
nonwasteful cost would flow through the 
inventory and none would be considered 
period cost. 

Since management is responsible for the 
character, number, and amount of re- 
sources initially provided and their subse- 
quent release to operate the business suc- 
cessfully, and since one of the fundamen- 
tal uses of cost is furnishing management 
with reports in respect to control, the 
method used in recording, classifying, and 
segregating costs in the books of account 
should be such that the results attained 
are primarily usable for such purposes. It 
logically follows that a modification of 
both theories above mentioned should be 
adopted which would permit a proper 
segregation of these “time” or “period” 
costs. This should be done under the 
assumption that a more reasonable reflec- 
tion of managerial accomplishment, as 
represented by both control reports and 
resulting net income figures, is thereby 
attained. Further, such modification would 
help to eliminate other mutually conflicting 
ideas involved. 

In summary, it is believed that: (1) 
agreement on, and adoption of, a state- 
ment of cost-accounting fundamentals is 
imperative if the profession is to grow in 
vision and serve to its full capacity; (2) a 
general adoption of a statement of funda- 
mentals would serve as a point of depar- 
ture for future discussion and subsequent 
refinement; (3) the central objective of 
cost accounting lies in its use as a refining 


device, and is related to general accounting 
(as now generally understood) by being 
supplementary to and superimposed there- 
on; (4) any statement of fundamentals 
need not contain detail agreements as to 
procedural aspects thereof; (5) the use of 
original cost is most desirable in the deter- 
mination of periodic net income, and such 
costs will be supplemented by other values 
only outside the accounts when used for 
other purposes; (6) any controllable cost 
releases made, are thought of as cost 
allocations and not as a valuation proce- 
dure; (7) matching of costs with related 
revenues on an original-cost-concept basis 
would not change in character regardless 
of the type or location of the business to 
which applied; (8) any acceptable funda- 
mental should recognize proper allocations 
of cost as between those released to produce 
periodic income, those expiring as losses, 
and those remaining to be used to produce 
future income which will include defer- 
ment of some portion of “time” and 
“period” costs; (9) within each business, 
regardless of type, and size, cost classifica- 
tions and allocations should be determined 
upon the basis of need and merit. Further, 
while certain costs can be shown as clearly 
attaching to the product, the best means 
at our command should be utilized to 
determine the amounts of other costs 
which attach even though decisions as to 
the amounts are not exact but are based 
upon a best “scientifically computed” 
basis; (10) all policies and procedures 
adopted for the purpose of allocating, 
assigning, etc., costs within the business 
must be based upon a high level of intelli- 
gence and integrity. 
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COST CONCEPTS: SPECIAL PROBLEMS 
AND DEFINITIONS 


RoBert L. Drxon 


Ts TWo preceding papers have pre- 


sented a discussion of what the 

Committee on Cost Concepts be- 
lieves to be two of the fundamental objec- 
tives of cost accounting: (1) the minimiza- 
tion of costs, and (2) the matching of costs 
with revenues in the determination of 
income. These functions, it is believed, 
constitute the two principal, continuous 
services of cost accounting. Thus, cost 
control, or minimization, is something 
which must be going on at all times. To 
some extent it may depend upon spot 
tests of various sorts, tests tosee that costs 
are being kept within bounds, but to be of 
greatest utility cost-control measures must 
be in continuous operation so that as 
wastes and inefficiencies enter the picture 
they are spotted at once before losses have 
had a chance to accumulate. This is cer- 
tainly the most important function of cost 
accounting, so important in fact that the 
design of the accounting system should 
have cost minimization as its primary 
aim. 

The second function, the determination 
of income, is likewise a continuing one. 
However, it deserves no more than second 
place in rank of importance. This is true 
since clearly it is of primary importance 
that the enterprise make profits, and of 
secondary importance, relatively, that the 
profits be reported accurately. Also, the 
income-determination function must be 
relegated to second place because of its in- 
herent unreliability—involving the assign- 
ment and reassignment of costs on bases 
which are at best arbitrary and conjectural. 
Since the income-determination function, 
like cost minimization, must be a continu- 
ing function, it appears certain that the 
accounting system should likewise be 


designed to provide for regular reporting 
of the profit-making results. 

The third major function of cost account- 
ing, on the other hand, is one of furnishing 
special services, of solving special prob- 
lems as they come up. Unfortunately this 
function is not as clearly recognized in 
practice as it should be. One might com- 
pare the situation with medical profession 
in which we have general practitioners 
whose job it is to keep a person properly 
supplied with an array of vitamin tablets, 
flu shots, vaccinations, liver pills, and the 
like, but who are expected to step aside 
when the need arises for plastic surgery, a 
brain operation, or the treatment of an 
uncommon disease. The point here is that 
although it may be desirable for a person to 
take vitamin pills routinely, it would not 
reflect good judgment to count on the 
vitamin pills to cure a ruptured appendix 
or a dislocated shoulder. 

It is feared that in too many cases 
businessmen depend upon routine cost- 
accounting procedures, like the vitamin 
pills, to accomplish everything, when 
actually some specialized computation 
should be called upon to aid in the solution 
of a specific problem. Unfortunately, the 
vitamin pill in this case is likely to bea 
figure which the cost accountant has 
labeled “cost of goods manufactured.” 
When this figure turns out to be higher 
than it was in a former period, manage- 
ment leaps to action (probably weeks or 
months after the damage has been started); 
armed with this figure, the determination 
of selling price becomes incredibly easy— 
just add 40 per cent; this figure, when found 
to be higher than the price at which the 
same product could be purchased on the 
outside, gives what is presumed to be cleat 
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indication of the proper course of action; 
too large a portion of the wartime govern- 
ment contract decisions centered around 
this figure in their making. What a wonder- 
ful figure! If only vitamin pills were as 
all-powerful. 

The purpose of this sally is to resurrect a 
phrase which is by no means new, but 
which continues to languish in unfortunate 
neglect. To the best of my knowledge the 
phrase was coined by J. M. Clark when he 
labeled one of the chapters, in his Eco- 
nomics of Overhead Costs, “Different Costs 
for Different Purposes.’’! It has since been 
used on a great many occasions and by 
numerous writers, and the Committee has 
believed it to be important enough to pro- 
vide the framework of its third major 
division of the field of cost accounting. 

Presumably the reader is acquainted 
with the development which typically 
follows the statement of this phrase. Pro- 
fessor Clark lists a dozen or so illustrative 
situations in which special cost compila- 
tions, not just the routine compilations 
resulting from the regular operation of the 
cost system, are needed to fit special 
situations.” Out of these compilations have 
come such terms as differential costs, sunk 
costs, opportunity ‘‘costs,”’ and so forth. 
By many persons it- has come to be recog- 
nized that each of these concepts has its 
special place and that to use the wrong one 
in a particular situation is quite likely to 
lead to an incorrect managerial decision. 
Particularly would it be bad to use the 
average unit manufacturing cost in all 
situations, when actually its one logical 
usefulness is in the determination of in- 
come. 

The Committee has felt that one aspect 


J. M. Clark, The Economics of Overhead Costs. 
(Chicago: The University of Chicago Press, 1923) ch. 9. 

* 1. Decision to build a new plant. 2. Size of new plant. 
3. Change in method of production. 4. Income available 
for dividends. 5. Increase in output at reduced price. 
6. Price reduction to meet competition. 7. Temporary 
shutdown during depression? 8. Development of side 
line for slack seasons. 9. Abandonment of plant. 


of this fundamental concept should receive 
special stress; that is, the use of cost- 
accounting data in the establishment of 
selling prices. Many times it has been 
stated that one of the fundamental purposes 
of cost accounting is to assist in the setting 
of sales prices. So strongly has this point 
been emphasized that it has, in the minds 
of many, come to be viewed as one of the 
routine, continuing purposes of cost ac- 
counting—a purpose which is so continu- 
ously important that the design of the 
accounting system should reflect this as a 
major aim. The Committee, on the other 
hand, believes that product pricing actu- 
ally should be placed in a relatively subor- 
dinate position; that it should be consid- 
ered as one of the special services requiring 
special cost compilations. It is felt that the 
all-too-common belief that selling prices 
should be determined by adding a “gross- 
profit” margin to factory cost represents a 
reversal of the proper usage of the factory 
cost figure. Thus, while it may be reason- 
able, with proper reservations, to subtract 
a unit-cost figure from the actual sales 
price to arrive at net income, it is not 
reasonable to do the reverse—that is, to 
start with the unit cost and add a profit 
margin to arrive at a proposed selling 
price. 

Since the taking of this stand practically 
compels the Committee to offer its alterna- 
tive, it may be stated briefly here that the 
solution is believed to lie in the direction of 
differential costing plus a strong recogni- 
tion that product pricing is a major busi- 
ness activity which depends upon a great 
deal more than mere cost-accounting 
figures for its guidance. 

In offering the special costs concept the 
Committee hopes, first, to be able to pre- 
sent a clear and concise statement of it as 
a cost-accounting fundamental, to be 
followed by a series of illustrative exam- 
ples. Whether or not examples can be con- 
trived to fit every situation, it is believed 
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to be important that the fundamental 
itself be given strong emphasis to the end 
that cost accountants may become more 
inclined to be resourceful in developing 
special cost compilations where special 
demands arise, rather than feeding to 
management the same old unit-cost figures 
with the implication that they are all- 
governing. 

In this same connection, it may eventu- 
ally be possible to develop a statement of a 
fourth cost-accounting fundamental, this 
one with respect to the actual recording of 
costs. So far the Committee has disclaimed 
any intention of dealing with accounting 
procedures. Nevertheless, if all of the 
objectives of cost accounting are to be 
attained, the one clear need in the account- 
ing system is flexibility. Flexibility in turn 
suggests that cost data, so far as possible, 
should be recorded in such a fashion that 
they do not have to be broken down fur- 
ther or further subdivided in order to lend 
themselves to analysis. In other words, the 
cost data should be viewed as building 
blocks capable of being piled one on an- 
other, conveniently, in different patterns 
or in different designs as these patterns or 
designs are demanded to fit a particular 
situation. 

In addition to the thought which the 
Committee has been devoting to the formu- 
lation of fundamentals, it has spent some 
time with definitions. This, of course, is a 
tough job since, to the best of my knowl- 
edge, no one has yet been able to offer a 
single definition of any one term in 
accounting which has met with general 
acceptance. However, since it is felt that 
nothing more satisfactorily stirs up con- 
troversy and constructive thought than 
does a proposed definition of terms, the 
Committee plans to do its bit even though 
we become ostracized as a result. If the 
reaction of one of my colleagues is any 
sample, it is a sad life which awaits us. I 
showed said colleague a tentative definition 


of the word ‘“‘cost’’; he promptly labeled it 
“gobblydegook”! The “gobblydegook” 
is as follows: “Cost is a general term repre. 
senting any release of value. It is not to be 
confused with the activities or tangible 
items which have resulted from a value 
release and which, more properly, are 
referred to as cost factors.” 

My personal feeling is that in its ultimate 
meaning cost is just that—any release of 
value. Thus, depreciation of an asset, the 
issuance of materials from stores, the dis- 
bursement of cash, a loss of merchandise 
by theft, all are cases in which value has 
been released, and, without regard to the 
thing which may have resulted from, or the 
thing which caused, the release of value, 
cost has occurred. 

The recognition of cost occurrences is 
relatively simple. It involves making 
credits to asset accounts and, with some 
elaboration, includes the incurrence of 
liabilities. The particular job of the cost 
accountant, however, lies in locating the 
causes and the results of these value re- 
leases, or costs. He must designate each 
cost as being a cost of something. And so, 
a second bit of “gobblydegook’’ is the 
defining of the term cost of. It has been 
done tentatively as follows: ‘‘Cost of isa 
concept which implies that either the 
cause or the end result has been identified 
with the occurrence of a value release, or 
cost, and that the dollar amount of the 
cost has been associated with such cause 
or result, thus giving rise to a cost factor.” 
It should be noted that these definitions do 
not allow the inclusion of opportunity in- 
terest, or other hypothetical sacrifices, as 
costs. 

Other definitions which have so far been 
attempted are “expense,” and “loss.” 
These are relatively easy to handle if one 
is willing to adopt the basic definitions of 
cost, cost of, and cost factor. Accordingly, 
expense is defined as “ .. . a cost factor 
which has made its final contribution to 
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the enterprise by having been released 
from the business firm for purpose of the 
production of the revenues of the account- 
ing period.” 

The definition of “loss” follows simply: 
“Toss is a cost factor which has no value to 
the business firm.” 

Every person, of course, has a strong 
affection for his own definitions. Most 
definitions, unless elaborated upon at 
length, have the appearance of ‘“‘gobbly- 
degook.” However, it seems that in the 
field of cost accounting we are particularly 
guilty of misuse, or at least inconsistent 


use, of terms. And, we steadfastly refuse to 
get together on our terminology, as, for 
example, when we refer to a certain group 
of costs first as manufacturing expense, 
then as indirect costs, then as burden, and 
then as overhead. 

It is to be hoped that the Committee’s 
work on cost fundamentals, and on defini- 
tions, may serve as a target; something 
which will induce cost accountants to doa 
lot of practice shooting, such shooting to 
have as its object not the destruction of the 
target itself, but rather the improvement 
of the accountant’s aim and judgment. 
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THE TVA AND ITS POWER- 
ACCOUNTING PROBLEMS 


E. L. 


of Accountancy (p. 507) appeared an 

article entitled ‘“TVA’s First Audit by 
GAO Points Way to Businesslike Evalua- 
tion.” The article starts out with an edi- 
torialicomment stating: 


Failure of TVA... (1) to provide “yard- 
sticks” to measure private corporate operation; 
or, (2) to be capable of being evaluated as going 
businesses, springs from lack of facts [italics 
added]. General Accounting Office has made a 
commercial-type audit of TVA, plus recommen- 
dations, which show how TVA may be made 
comparable to commercial operation. . . . Failure 
to charge property taxes, depreciation, interest, 
and other expenses makes business men feel that 
government corporations, like TVA, cannot be 
considered commercial enterprises. The business 
man’s objection grows out of the belief that gov- 
ernment should not set up privileged competition 
with him, using his own money, and giving this 
competition the added advantages of freedom 
from taxes, interest, and other charges. 


[' THE JUNE, 1947, issue of the Journal 


These assertions disinter what was said 
of the TVA in its earlier days by power 
companies that feared encroachment on 
their territories. They are no longer re- 
peated by these organizations because, 
whether or not from TVA influences, both 
the gross revenues and the net profits of 
privately owned power companies in the 
TVA area have increased substantially 
since these assertions were first voiced; and 
it is surprising that they have so recently 
been revived by the staff of the Journal. 
Allegations of this type do not improve by 
repetition or by attempts at picturesque 
summarization, and it is unfortunate that 
the Journal was so readily misled by the 
report of the General Accounting Office. 
It is equally unfortunate that the author 
of the GAO report’ on the TVA for the 


1 House Document No. 172, 80th Congress, 1st 
Session, p. 3. 


fiscal year ended June 30, 1945, published 
in March, 1947, was himself persuaded, in 
his zeal to point out what he apparently 
regarded as the evil inherent in the public 
ownership of a public utility, to assert that 

we cannot say... positively...that the 
Authority’s revenues are sufficient not only to 
cover its costs but also to afford repayment of its 
capital . . . unless and until every element of cost 


is recorded on its books and shown in its financial 
statements [italics added]. 


The obvious import of these assertions 
is that the TVA has deliberately omitted 
important elements of cost from its books 
and financial statements. Examination of 
later sections of the GAO report, however, 
indicate that these “‘omitted”’ costs have 
been— 

(1) The depreciation of land costs, including 

reservoir clearing and relocation costs. 

(2) Federal income tax, from which Fed- 
eral corporations have been exempted by 
section 101 (15) of the Internal Revenue 
Code. 

(3) Interest paid by the Federal government 
on securities not floated for or by the 
TVA. 

(4) Interest on construction, the cost of the 
construction having been paid for through 
funds appropriated by the Congress. 

(5) Employees’ compensation claims paid by 
the U. S. Employees’ Compensation Com- 
mission, 

Let it be said that one does not have to 
be a partisan or enemy of public ownership 
to examine the “facts.” 

A careful reading of the details of the 
GAO report would have caused the lead 
paragraph of the Journal article to be 
modified considerably, as would an ex- 
amination of the annual report and 
financial statements of the TVA which 
have been published at the close of each 
year. The “facts” have been continu- 
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ously available, the GAO has made 
no demands to the TVA for the adjust- 
ment of its accounts, despite its assertions 
that the TVA had not recorded “all 
the costs,” and anyone who cared to do so 
has been able to compare TVA power 
operations with those of any private enter- 
prise provided the facts of the private 
enterprise’s operations were available in 
sufficient detail. The TVA has followed 
the classification of accounts required by 
the Federal Power Commission of private 
companies under its jurisdiction, and the 
TVA’s annual reports have contained much 
detailed information on power operations. 
Unfortunately, statements containing sim- 
ilar detail are not published by private 
companies: a situation for which by any 
stretch of the imagination the TVA can- 
not be blamed. 

The “‘cost”’ items mentioned above will 
again be referred to. First, however, some- 
thing about the TVA and its accounting 
organization will be in order. 


WHAT IS THE TVAP 


The Tennessee Valley Authority is a 
Federally owned corporation created in 
1933 as one of the first ventures of the 
Roosevelt administration. Although often 
attacked by those who relish neither the 
New Deal nor the presence of govern- 
ment in business, particularly the power 
business, the leaders of both major political 
parties appear now to have fully conceded 
that the TVA has become a permanent 
part of the structure of the Federal Govern- 
ment. Because of its size and the extent 
and importance of its operations, and 
because it has been held up as a model for 
conserving the resources of river valleys 
elsewhere by governmental intervention, 
it behooves every citizen to have a lively 
acquaintance with its methods and accom- 
plishments. Accountants, particularly, are 
In @ position to interpret its operations, 
for the Authority’s financial statements 


45 


are unusually complete and are available 
to anyone for the asking. 

Corporate powers resembling those of 
commercial organizations were given to 
the Authority by the basic TVA Act of 
1933. The act established a board of three 
directors* appointed by the President and 
approved by the Senate. The corporation 
may sue and be sued in its corporate name, 
make contracts, purchase or lease real and 
personal property, and exercise the right of 
eminent domain. Financing has been done 
through regular annual appropriations 
from the Congress, a limited issue of 
bonds, and the sale of power, fertilizer, 
and services. 

Under the basic act the Authority is 
charged with the development of the water- 
shed of the Tennessee River and its tribu- 
taries in the interest of navigation, flood 
control, and the production and sale of 
hydroelectric power. The authority is 
empowered to conduct investigations lead- 
ing to additional legislation affecting con- 
servation, development, and use of the 
region’s natural resources; and to carry on 
fertilizer research at Muscle Shoals, Ala- 
bama. During its fourteen-year existence 
the Authority has constructed and put 
into operation seven main-river dams 
and nine dams on the river’s tributaries; in 
addition, it acquired the Wilson dam at 
Muscle Shoals from the War Department 
and purchased six major and five minor 
dams from private companies. Two tribu- 
tary-river dams, now under construction, 
are expected to be completed by 1952. 
Most of the dams have been multipurpose: 
a nine-foot navigation channel now extends 
from Knoxville to the Ohio river at 
Paducah, the river flow is accelerated or 
retarded for the purpose of minimizing the 
effect of floods and droughts, and power 


2 Approved May 18, 1933 (48 Stat. 58; 16 U.S.C. 
831-831dd). 

* The Act provided for three directors and a treas- 
urer but specified no other officers. 
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generators are now installed at the dams 
having a capacity of 1,777,000 kilowatts. 
In addition, the Authority has built or 
purchased seven major and three small 
steam plants having a capacity of 429,000 
kilowatts. The total generating capacity of 
the TVA power system is now 2,539,000 
kilowatts, including leased capacity and 
the installed capacity in the hydroelectric 
plants of the Aluminum Company of 
America operated under the TVA’s direc- 
tion and control. 

In the course of constructing the dams, 
the Authority acquired 1,131,000 acres of 
land at a cost of nearly $73,000,000, of 
which approximately one-half underlies 
the reservoirs behind the dams. The neces- 
sary reconstitution of the river’s levels 
gave rise to varied problems: the removal 
of families to other locations, the rebuild- 
ing of highways and railways along the 
river, the restocking of the river with spe- 
cies of fish suited to new depth and tempera- 
ture conditions, anti-erosion campaigns to 
limit silting, help to counties and local 
communities on drainage and other water- 
level problems, malaria spraying, the 
devising of methods, requiring the approval 
of the Congress, for in-lieu tax payments to 
counties and states, the building of recre- 
ational facilities (or leasing to others the 
land therefor) at the reservoirs, and the 
planning of water-freight terminal facili- 
ties for river cities. 


ACTIVITY ACCOUNTING 


As the basis of its internal controls and 
monthly and annual financial reports, the 
TVA in 1938 adopted a scheme of activity 
accounting whereby primary responsibility 
for planning and for the propriety and 
accuracy of individual transactions was 
attached to the lowest possible level of 
management. In addition to a lump-sum 
annual budget for each of several thousand 
activities and expressly defined qualitative 
limitations on the nature of the operation 
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and of the expenditures to be made under 
each, the controls place responsibility for 
commitments and for monthly reviews of 
expenditure accounts directly on activity 
heads. 

The terms used and the tie-in with man- 
agement may be observed in the following 
summary of definitions and principles: 


1. The work or tasks of a private or public 
enterprise, such as a corporation, consist 
of projects and programs each of which is 
carefully defined before its commence- 
ment. 

2. A project is a major property acquisition. 

Expenditures under a project are 
asset additions. 

The expenditures may involve the 
purchase of different kinds of assets, all 
contributing to a common function, or 
they may relate to own construction. 

A project budget is approved by top 
management, in advance of commitment; 
prospective unit costs are a feature. Ex- 
amples of such units are material weights, 
labor hours, types of operation, completed 
parts of structures. 

As the project is being acquired, or is 
building, quantity and cost records are 
maintained, and, where construction is 
being carried on, frequent conferences are 
had between engineers and accountants 
on developing unit and total costs and 
their relation with the project budget and 
with the cost report. 

A cost report is prepared which will 
tie in with the project cost carried through 
the end of the fiscal year during which the 
project is completed. The report breaks 
down total cost by sections, and for each 
section the unit costs, wherever possible, 
are compared with costs obtained on simi- 
lar projects elsewhere. 

Property records for the completed 
project are based on and initially tie in 
directly with the cost report. 

Proposed minor acquisitions for 4 
fiscal year may be grouped under a single 
project designation. Minor replacements 
of equipment may be given a separate proj- 
ect designation in order to surround them 
with special safeguards. 

3. A program is a major operation. 

Expenditures under a program are 
operating expenses. 
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A program is short-term if it is to be 
completed within a fiscal year; or long- 
term if extending into a future period. 


. Subprojects and subprograms are defined 


geographical or other direct breakdowns 
of projects and programs, fitted to ex- 
pedient delegations of management con- 
trols. 


. An activity is a project or program, a 


subproject or subprogram, or a branch 
thereof. 

An activity is the lowest practicable 
coincident level of function, budgeting, 
and accounting. 

An activity is the key to all functional 
and organizational controls; its orderly 
establishment and operation is dependent 
equally on specific delegations of author- 
ity, and on clear, nontechnical assign- 
ments of objectives. 

Responsibility for the conduct of an 
activity, strictly within prescribed limits, 
is charged to one person (the activity head) 
designated by higher authority, and 
known to associates and outsiders to 
possess such responsibility. 

The activity head takes the initial 
step in the preparation of a budget, and 
administers the portion of the budget ap- 
plicable to his activity. 

The lines of authority and the flow of 
information between activity head and 
top management should be as simple and 
direct as possible. 


. An organizational unit, the smallest ad- 


ministrative subdivision, is designated to 
carry on one or more activities. 

An organizational unit is one of the 
administrative subgroups within an ad- 
ministrative division of the enterprise. 

An organizational unit may be charged 
with a number of activities, but an activ- 
ity may not extend beyond a single or- 
ganizational unit; that is, the activity 
must be generally recognizable as the 
exclusive task, or as one of the exclusive 
tasks, of an organizational unit. 

The activity head is invariably the 
head of the organizational unit in which 
the activity is carried on. 

The activity is the function, and the 
organizational unit the manpower, as- 
signed to carry out an enterprise task. 


. At least one account is maintained for 


each activity. 
The one account may contain mate- 
rial, labor and other objective items, a 


distinctive symbol being fixed for each ob- 
jective class; but income always neces- 
sitates a separate account. 

Several accounts may be required to 
facilitate the yield of unit costs. 

Accounts involving only a portion of 
the time of a single individual are rigor- 
ously avoided. 

Cost prorations are likewise avoided 
except where direct, measurable, mutually 
agreed-to services are performed; the 
credit involved in such a transaction ap- 
pears in an absorption account following 
the account containing the original ex- 
penditure. 

A copy of each account of the enter- 
prise, showing individual transactions, is 
given to the designated activity head 
once monthly, and he is responsible for its 
content. 

Explanations of transactions appear 
in such‘detail as may be desired by the 
activity head. 

8. One synthesis of activity accounts yields 
financial statements of projects and pro- 
grams; another, capital outlay, income, 
and expense by organizational divisions. 

9. One possible analysis of an activity ac- 
count yields expenditures by objects; 
another, unit cost. 

10. A budget is a forward estimate of the 
income and expense of individual activi- 
ties, with subtotals by projects and pro- 
grams, and organizational divisions, or 
combinations of both. 


These definitions and principles were not 
permitted to remain as mere abstractions. 
They became part of the working tools of 
the organization, and they still are. The 
job of the TVA was thus broadly di- 
vided into projects and programs, the 
former being capital expenditures, the 
latter expenses. The activities making up 
projects and programs were carefully out- 
lined before their commencement and were 
in each case identified with a specified or- 
ganizational unit. Because of the varied 
nature of its daily work a single organiza- 
tional unit might be engaged in several 
activities; but through careful definition no 
one activity was permitted to cover more 
than a single organizational unit. By this 
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procedure, activities became the basic 
elements of every functional picture and, 
with rearrangement, the basic elements at 
the bottom of every organizational chart. 
Thus, from the functional point of view, 
one could proceed from the policies laid 
down by the Congress in the TVA act 
through a series of carefully defined steps 
to the activity. The same activity could be 
reached through a series of specific delega- 
tions of authority by the board of directors 
to departments, divisions, and sections, 
down to the organizational unit responsible 
for the activity. Keeping these two chan- 
nels clearly in mind whenever an activity 
was under consideration has tended to 
sharpen the definition of the activity, 
particularly at the operating level, and to 
eliminate the overlapping and jurisdic- 
tional disputes so common in government 
agencies. 

The definition of TVA’s activities has 
been an accounting responsibility from the 
outset not only because a separate account 
is maintained for each activity but also 
because each definition has included a 
description and limitation of the expendi- 
tures that may be incurred. TVA’s manual 
of accounts is its organizational manual 
also. The definition of the average activity 
occupies from a quarter to a half page and 
is divided into two parts: a listing of the 
varieties of permissive expenditures, and a 
narrative covering the work to be done. In 
view of the notorious tendency in the 
direction of language degeneration among 
government employees, a vigorous attempt 
has been made in the activity narratives to 
keep them free from the bad grammar and 
iterative clichés of typical job descriptions 
and organizational outlines, and to phrase 
them simply, with primary emphasis on 
the picturing of daily work to be per- 
formed. Responsibility for drafting activ- 
ity descriptions was assigned to one 
individual. Details of the manual are 
altered from time to time in line with new 


assignments, changes in scope, and termi- 
nations. 

To integrate activity accounts with the 
summaries underlying monthly financial 
statements, each activity bears a seven- 
digit code: the first three represent a proj- 
ect or program, or subproject or subpro- 
gram; the next two the organization; and 
the final two the subdivision of work com- 
ing under the intersection of project or 
program and organization, thus establish- 
ing an activity. For example, 993—04-02 
denotes the activity called ‘‘Plant-Records 
Maintenance’’; “993” is the designation of 
“General Administration,” ‘‘04” is the 
symbol of the Finance Department, and 
“02” is the organizational unit charged 
with the keeping of property costs, depre- 
ciation studies and computations, super- 
vision of property accountability and re- 
tirement, and so forth. The figures appear- 
ing in operating statements at the end of 
each month are the subtotals, at functional 
and organizational intersections, of a trial 
balance. By recording monthly adjust- 
ments for depreciation, accruals, and pre- 
payments, the financial statements are 
prepared from these trial-balance subtotals 
without intervening work sheets. 

One of the factors that has influenced the 
establishing of an activity has been the 
possible significance of the resulting ac- 
count. An activity has tended to be a 
separate unit within a program if, for ex- 
ample, its operations can be more easily 
compared with existing outside standards, 
or its unit costs offer a control approach 
which would not be available if merged 
with another activity. In such instances 
the drive toward simplicity in recordkeep- 
ing might well mean an expansion in the 
number of activity accounts. On the other 
hand, if one activity resembles another, 
the two are in the hands of the same organ- 
izational unit, and their continued separ- 
ation is not likely to furnish useful infor- 
mation to the management, their merger 
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would be rightfully demanded, for a too 
elaborate breakdown of the work of a single 
organizational group diffuses its costs and 
detracts from the attention that should be 
given to the operating results of what is 
actually a single common function. 


SIMPLIFICATION OF METHOD 


Bookkeeping methods at the TVA are 
characterized by the utmost simplicity. 
Postings are made from vouchers, after 
administrative audit but before payment, 
directly to activity accounts, with a de- 
scription showing the nature of the item, 
the voucher number, and the object 
number of the expenditure; a cumulative 
total for the month is automatically ex- 
tended by the bookkeeping machine. The 
account, an unprinted sheet 8” X103” in 
size, is made in triplicate and the balance 
of the account at the beginning of the 
month is the last entry at the end of the 
month, so that both the monthly and 
year-to-date totals appear on the face of 
each account without the need of a third 
money column. Journal postings to control 
accounts are made from totals of the 
machine backing sheets which are likewise 
unprinted. A fresh sheet is opened for every 
account at the beginning of the month; it 
is thus possible simultaneously to adjust 
the accounts of one month and prepare 
trial balances from them, and to keep the 
next month’s work up to date. 

Two classified trial balances are ab- 
stracted, both on Ditto sheets. The first 
follows an organization sequence which 
yields subtotals by organizations; the 
second, obtained after rearranging the 
accounts in normal or functional sequence, 
builds up projects and programs and 
financial statements. 

Expenditures by objects (salaries, travel, 
communications, etc.) are obtained by 
account analysis. Each account posting 
includes an object number. It is a simple 
comptometer-pegboard operation requir- 


ing but a few hours for the monthly analy- 
sis of several thousand accounts by object. 
By placing all the items pertaining to an 
activity in a single account, emphasis is 
placed on the activity, not the object, as 
the accounting unit; and the review of 
activity-cost characteristics by persons not 
accountants is made much simpler. 
Clearing or absorption accounts are 
provided for service activities any or all of 
the costs of which are to be spread over a 
number of other activities. But the spread 
is made only once so that explanations for 
service costs may remain uninvolved. 


MANAGEMENT RESPONSIBILITY 


Another feature is related closely to this 
bookkeeping methodology. At the begin- 
ning of the following month, a duplicate 
of each account is sent out for review. The 
reviewer may be the head of an organiza- 
tional unit or some superior; within five 
days he must report back his disagreement 
with any item. Because of his familiarity 
with previous monthly statements and 
with the activities under his jurisdiction, 
the reviewer assumes the responsibility 
without difficulty. Although he is an im- 
portant element in the system of internal 
controls, he does not need to be an account- 
ant, for every item in the account is 
accompanied by what is intended to be an 
adequate description. He may call for 
supporting invoices, or for supporting 
service-cost analyses in the case of charges 
from other organizations. Controls over 
service costs, where there are numerous 
recipients of the service, are difficult in any 
enterprise, especially where the charge to 
no one recipient is material. To encourage 
curiosity on the part of chargees as to the 
character of and control over service costs, 
and to make available to them sufficient 
detail for a quasi-independent and critical 
review of such costs, is to add a valuable 
item to the administrative control over 
expenditures. This practice has been 
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known to lead to cheaper service costs, and 
in some instances to their elimination. 

Management reviews of the accounts are 
not uncommon in private business but 
they are virtually unknown in government 
circles. In those agencies where compen- 
sation for services constitutes the chief 
cost incurred in organizational units, pay- 
rolls may be sectionalized and copies 
transmitted to organization heads in 
support of the accounts. The administra- 
tive review of expenditures is not only a 
valuable addition to any agency’s system 
of internal controls but it makes practi- 
cable the delegation of budget preparation 
and budget operation much further down 
the line than is usually the practice. The 
result is more realism and understanding, 
and more easily effected controls from the 
top. 


ELIMINATION OF BUDGET AND COMMIT- 
MENT ACCOUNTS 


In setting up the TVA system of accounts 
it was necessary to reject completely the 
common pattern of governmental account- 
ing. This involved omitting from the 
formal bookkeeping records both budge- 
tary and commitment items, and the insti- 
tution of a single general ledger. Most 
government agencies maintain an appropri- 
ation ledger which reveals, in great detail, 
for several dozen or several hundred sub- 
divisions of each appropriation, actual 
expenditures, expenditures plus commit- 
ments (i.e., obligations), the unexpended 
balance, and the unobligated or unen- 
cumbered balance. Bookkeeping-machine 
manufacturers have spent many years 
perfecting the mechanical features of their 
products in order that the oppressive job 
of keeping such books by government 
agencies might occasion the least strain on 
the human machine. If the necessity for 
such elaborate records be admitted, the 
task has been achieved, and achieved well. 
But such a necessity has actually never 


existed, either in the TVA or anywhere 
else. Substitutes are available, easier to 
understand, cheaper to operate, and vastly 
more effective as controls. 

A budget, regardless of its incorporation 
or nonincorporation in the records, is a 
control device which in all modern coun- 
tries has accompanied the development of 
improved government methods. It is an 
estimate of future expenditures which, 
when adjusted and approved by the legis- 
lative body, becomes a limitation on such 
expenditures. For operational purposes it 
must be broken up into small amounts or 
allotments according to some organization- 
al plan. Within the organizational unit a 
further division, as by objects of expendi- 
ture, may be required. But control over 
expenditures does not commence with the 
bookkeeper; it commences at the point 
where the authority to commit or the 
planning behind the authority to commit 
resides, and it is at that point that control 
devices are needed. Budgetary adminis- 
tration is a part of the job of management; 
it must be carried on actively from the 
organization head to every supervisor, and 
not be relegated to the bookkeeping unit 
and forgotten. Thus conceived and put 
into practice, the day-to-day administra- 
tion of the budget will be found at every 
supervisory point. A budgetary officer 
becomes almost superfluous. TVA’s budget 
officer is in effect a planning aide to the 
management and the editor of the annual 
budget document. The work of budget 
preparation and administration is an 
essential part of the job of each activity 
head. 

There is even less occasion for putting 
budgetary allotments on the books where 
there is no need for activity accounts. 
Primary accounts may then be objects of 
expenditure and any limitations attaching 
to them become automatically so well 
known to administrators as to require no 
more than reminders in the way of compar- 
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isons of the actual with the estimated on 
monthly financial statements. 
Commitment records for control are 
often needed, but, as in business, they 
should be maintained, not as a formal part 
of the bookkeeping record, where they 
serve no useful current purpose, but, as 
already indicated, at the point where 
commitment decisions are made. A simple 
listing and totaling is ordinarily sufficient, 
with occasional comparisons of limitations 
with actual expenditures. Many schemes 
have been put into practical use. For exam- 
ple, a permissive dollar total can be given 
each executive who makes commitment 
decisions, along with a block of commit- 
ment-entry numbers and a simple register, 
all for a stated period. The register re- 
ceives an entry, which includes dollars, for 
each commitment document; and a copy 
of the document, containing the entry 
number, proceeds at once to the voucher 
clerk, not for a second entry, but for reten- 
tion in an “open” file. When a voucher 
covering the purchase has been noted in 
the executive’s commitment register and is 
ready for posting in the accounts, the file 
copy is removed and attached, or, in some 
systems, is placed in a “liquidated-com- 
mitment” file so that commitment-entry 
numbers can be fully accounted for at any 
time. Summaries by the bookkeeper of 
outstanding commitments at the end of 
each month, obtained by listing its “‘open- 
file” items, are totaled by commitment 
origins and compared, in detail or in total, 
with the various commitment registers. 
Management must take the responsibil- 
ity of keeping within bounds if the job 
assigned to it is to be done as planned. A 
spending program curtailed only by the 
bookkeeping staff is a dangerous program. 
For statement purposes, TVA’s open con- 
tracts and purchase orders at the end of 
each month, evaluated in dollars, are all 
that is needed to transform a statement of 
expenditures into one of obligations. 


PROPERTY CONTROLS 


A number of other features have been 
developed in the TVA accounting scheme 
that may be of general interest. 

One of these is the method of property 
control. The Tennessee Valley Authority 
owns many thousands of acres of land 
located at or near reservoirs. It owns many 
power-generating plants, power-transmis- 
sion lines, and thousands of automobiles, 
trucks, and tools. The land holdings are 
administered by a separate organization 
known as the reservoir-properties de- 
partment; the structures and equipment, 
by various organizations charged with 
their operation. But all the property 
is accounted for by a plant-records divi- 
sion within the accounting department. 
Elaborate files and location maps are main- 
tained on land purchases, and a sheet or 
card is maintained for each item of prop- 
erty. For example, a McBee card is pre- 
pared for each of several thousand pieces 
of movable equipment, and on it is re- 
corded cost, location, and other details 
available at any time for statistical or 
accounting summaries; upon the retirement 
of the equipment the card becomes a record 
useful in the compilation of the experience 
tables so necessary in the determination of 
adequate depreciation rates. Part-time 
responsibility for the monthly reporting of 
existence and condition is assigned to some 
individual in an organization which uses 
or is located near movable property; these 
persons are called property-accountability 
officers and form important links in the 
system of internal controls. 

In addition, the properties themselves 
are regularly inspected and depreciation 
rates and accumulations are under contin- 
uous study by a committee of engineers 
representing the various operating depart- 
ments and responsible to the controller. 
Opinions on service lives are sought not 
only from operating people but from all 
the outside sources available. Depreciation 
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charges to operations are on a straight-line 
basis; the rates are composites. Limited- 
life property of every description, re- 
gardless of its income-producing poten- 
tialities, is subject to the same rules. 
Upon retirement, original cost less sal- 
vage is charged in full against the re- 
serve. Where changes in estimates of 
service lives have occurred, rates for 
the current year and future years are 
revised and applied so as to spread re- 
maining undepreciated costs in equal 
amounts over such years, without adjust- 
ment of provisions or accumulations of 
previous years. Acquisition adjustments, 
as defined by the Federal Power Commis- 
sion and arising out of the purchase of 
various properties from private utilities at 
figures in excess of original cost less accu- 
mulated straight-line depreciation, are be- 
ing amortized over periods less than the 
composite life of the properties to which 
they relate.‘ The TVA’s properties are 
under strict control and its depreciation 
policies and provisions are liberal and in 
line with all that is desirable in commercial- 
accounting practice. 

Another feature is the painstaking care 
that has been given construction costs. To 
each major construction project has been 
assigned an experienced project account- 
ant, responsible administratively to the 
project engineer, but with functional re- 
sponsibility to the controller. By means of 
a uniform scheme of accounts, the progress 
of unit costs is carefully watched through 
succeeding stages of construction; at 
weekly meetings of accountants and engi- 
neers variances between estimated and 
actual costs are discussed and plans are 
made for halting undesired trends. Upon 
completion, an inventory of the material 
content of the project is determined by a 
group of engineers and inquiries are made 
in the event substantive differences are dis- 


‘Of total acquisition adjustments of $9,502,032, 
$8,324,153 had been amortized at June 30, 1947. 


closed between their postcompletion sur- 
vey and recorded actual quantities. Unit 
costs are carefully examined, and the 
whole study is ultimately incorporated in 
a detailed construction report widely dis- 
tributed to the public. A chapter of the re- 
port is devoted to a cost summary which is 
in agreement with the books of account at 
the end of the fiscal year following the 
completion date; the total cost is shown as 
the sum of a ‘series of items each factored 
into quantity and unit cost. Engineering 
and general overheads appear as separable 
additions to unit costs. With the publica- 
tion of each project report, a record has 
been created that fixes the cost of the 
principal elements of the project, and, at 
the same time, an internal-audit procedure 
has been completed that is unique in the 
history of large construction projects. 
Initial property records are literally copied 
from such reports. 


ESTABLISHMENT OF ACCOUNTING 
UNITS 


In the organization of accounting serv- 
ices relating to operations, accounting 
units were placed wherever operating 
heads preferred to have them. Paralleling 
the construction-accounting plan, this at- 
tention to operating programs led to an 
extensive decentralization. In each case an 
effort was made to secure as the unit head 
a qualified person having some past ex- 
perience in the field of endeavor in which 
he was now to serve. His capacity for re- 
sponsibility was assiduously cultivated, 
and his work was made as autonomous as 
possible in order that he might deal di- 
rectly with the operating head and in order 
that statements prepared by him reflecting 
operating results might be complete. By 
virtue of this policy, power accounts, for 
example, were instituted at Chattanooga, 
chemical-engineering accounts at Wilson 
Dam, automotive and truck costs and sta- 
tistics within a transportation operating 
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pool. In each instance, operating people 
were encouraged to put the products of ac- 
counting into active use as an aid to them 
in their job of controlling intelligently 
their present and future methods of doing 
business. Attention was given to the need 
for the employment of unit costs as con- 
trol devices, and for the criticism of these 
costs in relation to similar figures produced 
elsewhere. Each time the effect was not 
only to make working tools of the ac- 
counts, but also to provide an added 
agency for the internal review of opera- 
tions. It is difficult to overdo the emphasis 
which can be given to the need on the part 
of management of watching comparative 
costs in governmental operations. The 
units of measurement available from both 
public and private sources are almost with- 
out limit. 


ACCOUNTING METHODS OF 
DISTRIBUTORS 


The final major feature of TVA’s ac- 
counting procedures to be mentioned here 
deals with the accounts kept by TVA’s re- 
tail power outlets. Nearly one-half of 
TVA’s power production is sold to govern- 
mental and privately owned industrial 
plants located within the area; forty per 
cent is being sold to 92 municipal and 47 
cooperative distributors, and approxi- 
mately 10 per cent is being sold to private 
power companies bordering the TVA area. 
From the 139 retail outlets resales are 
made at prescribed rates, but the rates are 
sufficiently high (although among the 
lowest in the country at large) to earn sub- 
stantial profits for all but a few of the less- 
favorably situated distributors. The TVA 
act requires that statistics on distribution 
be made public, and contracts with its dis- 
tributors provide that they maintain a 
uniform system of accounting. These re- 
quirements, together with the relative un- 
familiarity of local-community power 
boards and boards of directors with utility- 


accounting procedures, made it necessary 
to prepare a simple manual of accounts 
based on FPC standards, with, however, a 
number of variations applicable to local 
conditions. 

An important part of the TVA local- 
distribution plan was to take all feasible 
steps to popularize the affairs of every dis- 
tributing unit, so that both persons and 
organizations within the community might 
intelligently follow its operations and thus 
add to local controls. This necessitated 
emphasis on the need for good accounting 
in local government so that continued ap- 
proved accounting practices might be rec 
ognized as a prime necessity in the power- 
distribution organization. Accordingly, 
with the cooperation of the University of 
Tennessee, two pamphlets on the need for 
high standards in local-government ac- 
counting were prepared by a faculty mem- 
ber and distributed as university publica- 
tions among all the communities of the 
state. In these pamphlets Rotary and Ki- 
wanis clubs and other business groups were 
urged to study the monthly financial state- 
ments of its local political bodies and to 
invite the administrators of these bodies to 
address them on the problems confronting 
them, particularly with respect to com- 
parisons of operating results with those of 
previous periods and similar operations 
elsewhere. The need was stressed for good 
books of account, for intelligible reports to 
the public based on such books, and for 
periodic audits of local bodies by certified 
public accountants. The pamphlets proved 
to be of great value in instituting and 
maintaining TVA’s uniform system of ac- 
counts for power distributors. 

As an aid to distributors, the TVA has 
some half-dozen engineers stationed at 
convenient points in the area. They supply 
expert help to local power managers, many 
of whom are not themselves engineers and 
have only a single lineman as a technical 
adviser. Assisting each district engineer is 
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an accountant who visits the distributors’ 
offices at regular intervals to review but 
not audit the bookkeeping records, and to 
lend a hand if the local bookkeeper is ex- 
periencing difficulty in following the sys- 
tem of accounts. A balance sheet, income 
statement, and certain statistical data 
must be furnished by each distributor on a 
one-page monthly report. A more extended 
annual report must also be submitted. 
There have been occasional delays but no 
failures in rendering these reports and each 
year a comparative statement showing the 
balance sheet and operating results of each 
distributor, individually and combined 
with all the others for the same period, is 
published and given wide distribution. 

To assure minimum audit standards 
covering annual examinations of accounts 
of distributors, a pamphlet was prepared 
for local public accountants entitled ‘“‘Sug- 
gestions for the Audit Program of Inde- 
pendent Accountants Examining the 
Books of Municipal Electric Departments 
and Cooperatives.” This pamphlet, given 
the approval of the Tennessee Society of 
Certified Public Accountants, has aided 
local accountants in their audits and has 
helped maintain a healthy accounting at- 
titude among distributors. 

At the beginning of TVA’s manual of ac- 
counts for distributors is a carefully pre- 
pared statement of accounting policies, 
twenty-five in number, dealing with the 
treatment of troublesome problems of or- 
ganization, administration, valuation, de- 
preciation, overhead, accruals, bond dis- 
count, earned surplus, revenue controls, 
tax-equivalent computations, and interest. 
In addition, the definitions of fifty ac- 
counting terms are given. The presence of 
these descriptions of policies and words 
has had a three-fold effect: first, the book- 
keeper is given a better analysis of what he 
must work with daily; second, those who 
must deal with accounting results rather 
than daily postings, such as managers, 


board members, and interested local busi- 
nessmen, are given what is intended to be 
a clear and forthright picture of the princi- 
pal characteristics of the accounts; and 
third, public accountants who audit the 
books are presented with the leading ac. 
counting features of the system. 


ALLOCATION OF JOINT COSTS 


Because the TVA is a many-purpose or- 
ganization, a number of its operations in- 
volve joint costs. The problem of joint- 
cost allocation, recognized in the basic 
TVA act and by the TVA management as 
one requiring the exercise of reasonable 
judgments, has been disposed of as follows: 

(a) Sixteen of the TVA dams now in 
operation serve navigation, flood-control, 
and power purposes. Of their total cost, 
$224,524,000, or nearly two-fifths, repre- 
sents the cost of the portions of the struc- 
tures relating directly to navigation, flood 
control, and power, such as locks, channel 
improvements, flood-storage facilities, 
power-houses, and generators; the balance 
of the cost, or, $352,181,000, is the cost of 
the common structures. Section 14 of the 
TVA act requires that these common costs 
be allocated by the board of directors to 
each of the three purposes as the project is 
completed, that the allocation be approved 
by the President of the United States, and 
that the allocation report be thereupon 
transmitted to the Congress. Seven such 
reports have been made, the first dated 
June 16, 1938,5 and the last December 13, 
1945. In all these reports an allocation of 
40 per cent was made to power and in the 
later reports 30 per cent each to navigation 
and flood control. These percentages bore 
the approval of a group of economists, 
lawyers, and accountants and were the 
product of several years’ study. They were 
judgment determinations, derived prima- 


5 This report gives the essential basis followed in the 
other reports. It was published as Document 709 of the 
House of Representatives, 75th Congress, 3rd Session. 
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rily from a consideration of the relative 
costs of justifiable alternative single- 
purpose structures, the theory followed 
being the nearest conceivable approach by 
valuation engineers to the cost-account- 
ant’s method of splitting joint costs in pro- 
portion to the market prices of end 
products. Vendibility, benefit, special-cost, 
and equal-apportionment theories were 
considered in detail but rejected when it 
was found impossible to translate them 
into sufficiently realistic terms. 

This solution to the allocation problem 
of the Authority has been subject to de- 
bate in private-power circles. But account- 
ants who have examined the allocation 
computation have been puzzled by the 
heat of the controversy. If, for example, 
the allocation of common costs attributed 
to power were raised from the present rate 
of 40 per cent to 70 per cent beyond which 
no one, regardless of his political faith, has 
yet gone—the effect would be a decrease in 
annual net income of around $600,000 
(ie., 1 per cent, the current TVA rate on 
the concrete structure of dams, of 30 per 
cent of depreciable common plant of 
$198,940,000). Furthermore, although in 
itself seemingly large, such a decrease 
would have no effect on the ability of the 
TVA to repay to the Federal treasury 
within a period of 40 years the present 
TVA net investment of $347,300,000° 
in power assets. The 1 per cent rate is a 


*This is the “gross” investment of $504,900,000 
sppearing on page 66, less reinvested net a 
{600,000 and less accrued depreciation of $65,000,000. 


“policy” provision only; the engineers of 
the TVA have estimated the probable ac- 
tual life of the dams anywhere between 500 
and 2,000 years. As a practical matter, 
therefore, the amount of depreciation on 
the concrete structure, whatever its 
amount, may be added back to power net 
income for the purpose of determining the 
amount available for repayment of invest- 
ment or for other purposes. It will not be 
needed for storing up working capital for 
replacement. 

(b) Maintenance and other operating 
expense at the TVA dams during the past 
fiscal year involved the expenditure of over 
$1,220,000 for malaria control alone; 
policing, $570,000; reservoir-land mainte- 
nance $530,000; the total, not including 
depreciation, was $4,160,000. These costs 
have been allocated one-third each to 
navigation, flood-control, and power 
operations. 

(c) Administrative overhead has been 
spread primarily on the basis of the direc- 
tion of effort of the various administrative 
groups. As a result, 37% of the total ad- 
ministrative overhead of $4,700,000 was 
charged to construction, and 41% of the 
remainder, or $1,200,000, was charged 
against power operations. 


FINANCIAL AND OFERATING 
CHARACTERISTICS 


Following is a recent balance sheet of 
the TVA, condensed by the author from 
a report of the TVA comptroller: 


| \ 
ye 
l- 
4 
4 
ic 
as , 
le 
in 
ol, 
t, 
e- 
od 
el 
es, 
ice 
of 
he 
sts 
to 
is 
red 
nd 
ch 
ed 
of 
the 
ion 
ore 
sts, 
the 
vere 
a- 
the 
the 
3100. 
( 


56 The Accounting Review 


TENNESSEE VALLEY AUTHORITY 
BALANCE SHEET—JUNE 30, 1947 


ASSETS 
Fixed assets, at cost: 
Construction in progress, not including estimated future cost to complete of , 
LIABILITIES 
Current liabilities, including accrued leave of $ 14,349,755 
Equity of government— 
Advances at 1% from U. S. Treasuryyevidenced by bonds due 1951-59........ $ 56,500,000 
Appropriations from the Congress, less repayments of $22 ,934,008........... 694,589 ,262 
Transfers of property from other Federally owned agencies................ 40 ,235 ,576 


Operating results since 1933— 
Navigation, flood control, and other nonincome programs, including ex- 


pense of $14, 318,265 for year ended June 30, 1947.................000: 92,497 ,057* 

Net profit from power sales, including net profit of $21,248,377 for year 


* Deductions 


At June 30, 1947, the gross TVA in- figures, was $504,900,000, and consisted 


vestment in its power project, in round of the following items: 


Asset Amount % 
Cash available from Congressional appropriations, receivables, and inventories of materials 
Multiple-use facilities— 
Allocated common cost (40% of $352,200,000)... 140,800,000 274,600,000 4 
Sources of the investment were: 
Sources Amount % 


Congressional appropriations, and transfer of Wilson Dam from War Depart- 


Add—Depreciated expense included as expense in arriving at net profit...... 65,000,000 157,600,000 


15,100,000 $290,800,000 58 
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From the above it will be noted that class A and class B sectors of the industry 
58 per cent of the TVA investment in (j.e., those companies having annual gross 
assets related to power comes from con- sales of more than $250,000) were 35, 36, 
tributed capital, 11 percent from bor- and 29 percent, respectively. 
rowed capital, and 31 percent from rein- The remainder of TVA’s gross invest- 
vested earnings. At December 31, 1947, ment in assets at June 30, 1947 was 
the corresponding average ratios forthe $379,700,000, as follows: 


Asset Amount 
Cash and other current assets, less current liabilities... $ 25,700,000 
Multiple-use facilities relating to navigation and flood-control— 
Allocated common cost (60% of 211,400,000 302,100,000 
Source Amount 


Congressional appropriations and transfers from War Department, less cost of $64,300,000 (exclud- 
ing depreciation provisions of $28,200,000) of maintaining nonincome-producing programs and 
less repayments of $7,800,000 to U.S. Treasury. $379 , 700 ,000 


Results of power operations for the years ended June 30, 1947 and 1946 were: 


Year ended 
June 30, 1947 June 30, 1946 
Kwh Kwh 
Items (000,000 Amount (000,000 Amount 
omitted) omitted) 
Sales of power— 
Municipalities & cooperatives................ceeeeeeeeees 4,583 $19,635,456 3,731 $16,260,107 
Large power consumers, including Federal agencies......... 5,422 17,193,061 4,168 14,294,267 
Total power sales (average rate, $.00387 perkwh)....... 11,587 43,810,572 9,059 34,907,831 
Expense— 
Production, including allocated common costs of $1,216,310 and 
$911,673, and less net interchange credits of $2,163,418 and 
Depreciation expense, including allocation of $1,000,451 and $966,905, 
or 40% of depreciation on common structures. 8,516,410 8,405,731 
Amortization of acquisition adjustments...............02e+eeeeeeee 200,000 200,000 
Interest expense, less interest income of $25,198 and $78,591.......... 590,372 569,276 
Total expense relating to power... $22,895,713 $19,050,821 


Net profit from power (48% of gross)............0.-eeeeeeeeee $21,248,377 $16,213,724 
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Combined with the independent munici- 
palities and cooperatives that constitute 
the TVA’s principal “retail” outlet, the 


operating results of the system as a whole 
for the fiscal year ended June 30, 1947 
were as follows: 


Mills per 
kwh sold 

TV = Indus- 

Municipali- agen- try aver- 
Particulars TVA ties & Co- Combined cies sages 

operatives com- (Classes 

bined A & B) 

Kwh sold (000 s omitted)... 11,587,386 4,110,301 11,139,339 

Sales of power and other income............... $44,144,090 $51,068,697 $75,714,831> 6.8 16.3 
Expense— 
Production or purchase of power............ $ 5,798,805 $19,497,956 $ 5,798,805> ss 4.4 
Tames & tax 1,668 ,416 2,422 ,836 4,091 ,252 4 3.1 
Amortization of acquisition adjustments...... ,000 1,991 ,235 2,191 ,235 an -- 

Interest expense, lessinterest income of $271,114 590 ,372 1,663,503 2,253,875 1.0° 

$22,895,713 $41,085,934 $44,483,691 4.0 13,58 


® Net after deducting line losses of municipalities & cooperatives. 
b After eliminating power sold to (purchased by) municipalities & cooperatives 


° Estimated. 


4 Does not include surplus charges amounting to .5 mill per kwh. 


Comparison of the Tennessee Valley 
combination with industry averages 
(Classes A & B only) based on reports to 
the Federal Power Commission for 1946, 
the latest available year, is obviously at- 
tended with numerous difficulties, and a 
complete analysis would be impossible 
here. Among the items of interest, how- 
ever, the following may be cited: 


(1) Because the average rate per kwh paid by 
consumers who purchased their power from 
private utilities was approximately 2.4 times that 
paid in the Tennessee Valley ($.0163 and $.0068, 
respectively), percentages of costs to sales dollars 
would have little meaning. Other methods of com- 
parison are available, among them the “mills per 
kwh” basis shown above. 

(2) The average mills yield per kwh is simply 
an average of widely varying rates. For residential 
users the Tennessee Valley average was 16.6 mills, 
and the industry average 32.9 mills; for commer- 


cial, industrial and all other users the averages 
were 5.2 and 13.1 mills respectively. 

(3) Private-utility production costs appear to 
be eight times those of the TVA. A small part of 
the difference is attributable to depreciation which 
appears in a single item for the various forms of 
plant. The main difference arises from TVA’s 
inexpensive hydroelectric production which ac- 
counts for 90 per cent of its generation during the 
fiscal year ended June 30, 1947. Probably much 
less than 10 per cent of the industry’s power arises 
from that source. Coal, labor, and other costs of 
producing power from steam plants have greatly 
increased during the past ten years; hydroelectric 
power costs remain relatively unchanged. During 
the fiscal year 1946, a “high-water” year, hydro- 
electric production was nearly 100 per cent of all 
production, reducing the unit cost to something 
more than .3 of a mill. 

(4) Transmission costs are roughly compat- 
able, but a marked difference exists in distribution 
costs, Distribution in the Tennessee Valley, mu- 
nicipally or cooperatively owned, has been ac- 
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complished cheaply because of low direct costs 
and overheads. 

(5) Depreciation expense of the Tennsesee 
Valley group represents an average in excess of 3 
per cent of gross property costs. A lower rate 
(24 per cent) obtains in private industry, the 
explanation being that the industry, tending 
more and more to come up to the straight-line 
basis of accruing depreciation, will ultimately 
reach an average rate that has been estimated at 
from 3 to 34 per cent. Hydroelectric projects 
are more costly but they are longer-lived. These 
factors are reversed where power is generated 
primarily by steam. 

(6) As a Federal agency, the TVA is exempt 
from local and state taxation, and from Federal 
income taxes. In recognition, however, of the 
substantial loss of property taxes suffered in a 
number of localities, an in-lieu tax plan was 
devised in 1940 by a group of nationally known 
tax authorities at the request of the Authority, 
and was recommended to the Congress and 
adopted by an amendment of the basic act. This 
plan provides for monthly payments to counties 
and states of amounts based in part on gross power 
revenues and on the depreciated cost of land and 
improvements in the local areas. A sliding scale 
has reduced the original payments to a somewhat 
lower level since 1940, but there have been no 
complaints from local taxing bodies, since the 
assessed valuation of lands bordering the dams 
and reservoirs has been substantially increased. 
Income taxes account for most of the difference 
between the .4- and 3.1-mill figures shown above. 

(7) Administrative and other costs in the 
Tennessee Valley area, such as salaries, rents, and 
general-overhead expenses are much less than 
those incurred by the industry at large, thus 
accounting for the one-mill differential shown in 
the tabulation. 

(8) The comparable figure for the industry’s 
acquisition-adjustment amortization could not be 
obtained from the FPC industry statistics, this 
item, by virtue of an outmoded FPC custom that 
no layman can understand, having been buried 
among surplus charges. Had the industry’s net 
surplus charges for the year, exclusive of divi- 
dends, been regarded as expenses, as they should 
have been, the industry’s net profit of 2.8 mills 
per kwh would have been reduced by as much 
as .5 mill. 

(9) Interest expense has been only nominal 
for both the TVA and its distributors; most of the 
TVA’s interest payments on the small amount of 
its borrowed funds have been on the basis of but 
1 per cent and many of its distributors are paying 


less than 2 per cent. Borrowed money still costs 
private utilities an average of more than 24 per 
cent. Interest paid by governmental and munici- 
pal enterprises has always been less, because in- 
vestors believe less risk is involved. 


THE ANATOMY OF COST 


These comparisons demonstrate the dif- 
ficulties facing one who attempts an over- 
all explanation of the differences between 
an individual and a group average. Causes 
must be sought in the details of operating 
income and expense: an item-for-item 
comparison. However, enough has been 
shown to indicate very generally that the 
TVA, the largest “single integrated power 
system in the nation,” according to the 
Controller-General, produces its power 
cheaply and sells it cheaply. It remains, for 
the purposes of this paper, to return to the 
five allegations of the Controller-General 
that the TVA has omitted essential costs 
from its books and financial statements. 

Accountants have always had to con- 
tend with those who would make account- 
ing serve some particular, personal, and 
temporary purpose. In the 20’s, in response 
to the fancied need for justifying rising 
profits, appraisal valuations were fre- 
quently substituted for actual cost. 
Straight-line depreciation often knuckled 
under to sinking-fund methods of compu- 
tation in order to warrant larger security 
issues. “Present value,” which to the ac- 
countant had been cost less accrued 
straight-line depreciation, was redefined as 
“cost of reproduction new” less “ob- 
served” (i.e., almost no) depreciation. Dur- 
ing the depression, many accountants were 
prevailed upon to approve writedowns of 
fixed assets so that future costs of produc- 
tion would be burdened with less deprecia- 
tion, thus putting business on a “better” 
competitive basis. Today, charges and 
credits direct to earned surplus are being 
urged on accountants, under the guise that 
the presence of certain types of transac- 
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tions in the income statement would de- 
feat the “objective” of making that state- 
ment show earning power rather than 
operating results, when actually the pur- 
pose is to increase or decrease net income 
(one can never be sure of what will be re- 
quired tomorrow in the way of a “show- 
ing’) to suit momentary needs. Today, 
too, accountants are being urged again to 
accept inflated valuations of fixed assets, 
or in some instances to approve immediate 
writeofis (against large profits) of portions 
of new fixed-asset costs in order that the 
present high level of business profits may 
be tempered. A new term “inventory 
profits” has been invented for the purpose 
of convincing accountants that today’s 
high sales prices should be reduced by next 
year’s replacement costs. 

But, as the executive committee of the 
American Accounting Association has re- 
peatedly pointed out, if accounting is to 
have any consistent meaning (a) it must 
have a basis that remains the same from 
year to year, and (b) the income statement 
must reflect all income-and-expense trans- 
actions recognized during the period it 
covers. If the income statement is to ex- 
clude expenditures or losses that someone 
does not like or include items which have 
not arisen from transactions to which the 
business has been a party, the income 
statement will lose its objective character 
and become a catspaw between opposing 
opportunists, with accountants sweating 
helplessly in the background. 

The General Accounting Office would do 
well to reconsider its assertions of 
“omitted” costs. With the exception of the 
first of the five items,’ the costs involved 
have not been incurred by the TVA be- 
cause of policies long followed by the Con- 
gress. The GAO should be content to let 
the TVA report only the costs it has actu- 
ally incurred, and leave to others mental 


Tp. 54. 


reservations on such nontransaction items 
as theoretical interest and income tax, 


1. Depreciation of land. The GAO wants the 
TVA to depreciate its land. This is contrary to the 
accounting rule that land is not subject to de. 
preciation, even though a part of it is under water, 
This rule is consistent with that of the Federal] 
Power Commission to whose classification of ac- 
counts the TVA is required to conform.® 

2. Federal income tax. Section 101 (15) of the 
Internal Revenue Code exempts government cor- 
porations from the income tax. No purpose would 
be served by accruing a theoretical amount of 
income tax simply to place the TVA on a “par” 
with private enterprise. The complexities in- 
volved in making comparisons between actual 
costs extend to every item and would simply be 
aggravated by introducing mythical costs. 

3. Interest of the Federal government. Because 
the TVA’s bonded indebtedness has been less 
than 10 per cent of its construction outlays, and 
the equivalent ratio in the utility industry has 
been close to 50 per cent, the GAO argues that 
the TVA should take up theoretical interest as an 
expense, not up to the 50 per cent average, but up 
to 100 per cent, and include in the total all other 
assets as well.® This would be accomplished by 
setting up the appropriations relating to power 
as the equivalent of funded debt and paying 
annual interest thereon. The interest rate would 
be the average paid by the Federal government on 
its debt, say 24 per cent. The trouble with this 
recommendation is that the net profit shown by 
the TVA’s power statement would thus be di- 
vided into two parts: interest on appropriated 
funds, and return on built-up equity from debt 
retirement and power profits. Nothing would be 
gained by the assumption of such theoretical 
interest. The profit now shown can be directly 
compared with the power investment from all 
sources and a single percentage relationship will 
be evident which will reflect the return: 5+ per 
cent ($21,200,000 +$410,000,000, the approxi- 


* Section 14 of the TVA act of 1933, quoted above. 
Where, however, the accounting policies of the FPC 
have been in disagreement with the standards recom- 
mended by the executive committee of the American 
Accounting Association, the latter have been followed 
by the TVA. However, no costs have been affected 
thereby. 

® The tendency in the public-utility industry, as else- 
where in business, is to eliminate interest-bearing in- 
debtedness. Thus, in 227 of the Class A and Class B 
public utilities, the ratio of bonded debt to plant had 
declined from 43% in 1941 to 38% in 1946, while the 
remaining 90 others in the same classes had no bonded 
debt atall. 
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mate investment in power assets at the beginning 
of the year); or 7+per cent if contributed capital 
is used as the base ($21,200,000 +$300,000,000, 
the approximate amount at the beginning of the 
year of Congressional appropriations devoted to 
power projects)! 

4. Interest on construction. Nearly all the 
funded debt of the TVA was authorized by the 
Congress for the purpose of purchasing the 
existing properties of the Tennessee Electric 
Power Company in 1939. None of it has been 
floated for construction purposes. The objection 
to adding interest on construction would be the 
same as that voiced in the preceding paragraph. 
In addition, it should be observed that adding 
interest, even though it had been actually incur- 
red, to construction costs is not an accepted ac- 
counting practice in commercial accounting, and 
has been permitted though not required by the 
Federal Power Commission in its classification of 
accounts. The purpose of private utilities in 
capitalizing interest has been to avoid showing a 
loss during the construction period and to build 
up the rate base—practices that are now much 
less popular in the utility industry than formerly, 
and practices that before many more years will 
be abandoned altogether. To recast the TVA’s 
construction costs to include theoretical interest 
not only would be repugnant to the FPC’s 
policy of permitting no adjustments upward of 
property accounts, once an election as to the 
capitalization or expensing of interest and over- 
heads has been made, but would violate the 
accepted tenets of good commercial accounting— 
a policy to which the TVA has consistently ad- 
hered.! 

5. Compensation claims. Injuries sustained by 
Federal employees in the course of duty are com- 
pensated through a separate Federal agency, the 
United States Employees’ Compensation Com- 
mission. The Commission has always rendered 
“free” services to other agencies, and the Con- 
gress has never required the agencies benefited 
to assume these costs. Whether the Congress will 
ever so require is doubtful. In any event, the 


0 On the basis of the present volume of powersales, 
the percentage return will be somewhat less in “low- 
water” years when any substantial portion of the power 
generated comes from steam plants. 

1 Commercial-accounting policy as enunciated by 
the executive committee of the American Accounting 
Association has been followed as a standard by the 
Authority because of a number of poor accounting prac- 
tices still adhered to by the utility industry to which the 
FPC has as yet been unwilling to take exception. See 
the author’s “The Development of Accounting for 
Regulatory Purposes by the Federal Power Commis- 
sion,” XXI THE AccountTING REviEw 19, 29. 


cost involved is small, and would have no notice- 
able effect on operating results. Under such cir- 
cumstances, the question of whether the Congress 
should alter its existing policy in this respect is 
somewhat academic. Certainly the TVA should 
not disregard existing Congressional policy and 
assume a cost burden which it was never required 
to sustain. 


THE FUTURE OF TVA ACCOUNTING 


The position of the General Accounting 
Office is not unlike that of the accountant 
who has informed his client, a sole pro- 
prietor, that his accounts are misleading 
because he has not shown a salary for him- 
self on his books and financial statements. 
His profits are, say, $15,000, before any 
salary allowance, and his invested capital 
is $50,000. Have I made a profit of 30 per 
cent, asks the proprietor? No, says the ac- 
countant, it’s nearer 10 per cent, for there 
ought to be a salary allowance of $10,000— 
an amount equivalent to what others are 
receiving in enterprises similar to your own 
except that there are several or many 
owners. But the accountant is wrong. 
What the proprietor would be willing to 
work for if his business were owned wholly 
or in part by others is an unknown amount, 
even to the proprietor. He might be un- 
willing to work for others at any price. He 
isn’t, at the moment, faced with the likeli- 
hood of giving up any portion of his equity 
and he cannot state what his mythical 
partners might agree to in the way of a 
salary allowance, even though he himself 
might be firm on the point. Further, there 
would be many factors, not now known or 
foreseeable that would enter into his own 
notion of what salary he should have—the 
conditions of work, authority to decide 
policies, limitations on purchasing author- 
ity, and a dozen other freedoms and re- 
straints any one of which might have a 
material effect on his willingness to work 
for others and hence on the compensation 
he would demand for himself. A salary al- 
lowance that is the direct result of bargain- 
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ing between owners (or managers) and 
employees is one thing; the separation of a 
profit as between salary and net income, in 
the case of a proprietorship, is quite an- 
other. 

No interest has been charged by the 
Congress against most of the western recla- 
mation projects or against the TVA; yet 
the Congress charges interest against the 
Boulder Dam operation. Whether the 
Congress will ever institute such a charge 
against the TVA is doubtful; if it does, the 
rate certainly cannot be guessed at pres- 
ent. The TVA project is multipurpose; 
part of its power output goes into the pro- 
duction of fertilizer. Part of the effort of its 
board of directors and its staff goes into 
the many other nonprofit functions the 
TVA was designed to serve.” The Congress 
in the basic act recognized the importance 
and necessity of the close coordination of 


12 Expenditures on TVA’s nonrevenue programs for 
the fiscal year ended June 30, 1947, all authorized by 
the Congress, were as follows: 

Navigation (depreciation of direct and 

common costs of projects; allocation 

of common operation costs; river- 

navigation studies; operation of 

terminal facilities) $ 2,955,989 
Flood control (depreciation of direct 

and common costs of projects; allo- 

cation of common operating costs; 

studies of drainage and other water- 

Chemical operations (manufacture of 

fertilizer chemicals at Muscle Shoals 
less sales of $11,507,000 to independ- 
ent cooperatives; research and 
development on fertilizer and muni- 
tions chemicals, as directed by TVA 
Area-development activities (agricul- 
tural tests and demonstrations; 
forest, mineral and recreational 
developments; stream-sanitation 
measures; assistance to state and 
local governments on problems 
created by TVA reservoirs and 
other projects; topographic map- 


2,445,769 


1,430,834 


The total of these expenditures is carried to a sepa- 
rate equity account; see p. 66, above. 


all TVA functions and it also recognized 
the insoluble problem of separating the 
joint costs involved in the simultaneous 
production of several products. As a con- 
cession to the power industry, it provided 
a method of determining for all future time 
a split of major-project costs as between 
navigation, flood-control, and power oper- 
ations, at the same time stressing the unity 
that must be involved in the operation of 
these functions. As a practical matter, 
daily decisions on the rival claims of the 
three functions must be made, power being 
at times favored, at other times discrimi- 
nated against in order that the water levels 
on the different reservoirs may be main- 
tained at points offering the greatest col- 
lective advantage to the beneficiaries of 
the system as a whole. The split of joint 
depreciation and operating costs can at 
best never be more than arbitrary as long 
as the TVA retains its many objectives. 
To go further and break down net income 
from the power operation, after deduction 
of these split costs, into interest and 
“pure” profit would border on the fan- 
tastic. 

It seems reasonable to conclude that the 
five proposals of the GAO will, and should, 
not be accepted by the TVA voluntarily or 
by the Congress as the basis for future 
legislation. To put these proposals into ef- 
fect would involve the expression on the 
books and financial statements of mythical 
costs, and would violate fundamental 
principles of accounting. The TVA books 
and financial statements now stand on 
their own feet and reflect all the costs 
legitimately charged to that enterprise. 

Students of accounting would do well to 
study the annual financial! reports of the 
TVA. These reports include the figures 
cited above and they should continue to be 
of importance to every person interested 
in the orderly development of accounting 
principles. 
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COLLEGE ACCOUNTING 
TESTING PROGRAM 


BEN D. Woop, ARTHUR E. TRAXLER, AND WARREN W. NISSLEY 


BACKGROUND AND ORIGIN OF THE PROJECT 


years nearly all the major professional 

groups have been engaged in attempts 
to improve the personnel in their respec- 
tive professions. Within the last fifteen 
years, tests and other selective devices 
have been developed for the professions of 
medicine, law, engineering, teaching, nurs- 
ing, and psychology, and agencies have 
been established to carry on research and 
service programs with these devices. The 
professional field in which a project of this 
kind has most recently been undertaken 
is public accounting. Because of the im- 
portance of public accounting in our na- 
tional economy, this project has great 
potential significance. 

In 1943, the American Institute of 
Accountants appointed a Committee on 
Selection of Personnel to investigate pro- 
cedures for selecting and guiding into 
public accounting well qualified young 
people and to develop a program of selec- 
tion. The marked interest of practicing 
public accountants in the new project is 
shown by the fact that in the four years 
since 1943 approximately two hundred 
individuals and firms have subscribed a 
total of more than $85,000 to support the 

1The present membership of the Committee is as 
follows: Warren W. Nissley, Arthur Young and Co., 
Chairman; Percival F. Brundage, Price, Waterhouse 
and Co.; Albert J. Eckhardt, Ernst and Ernst; Fayette 
H. Elwell, University of Wisconsin; Alvin R. Jennings, 
Lybrand, Ross Bros. and Montgomery; Edward A 
Kracke, Haskins and Sells; A. C. Littleton, University 
of Illinois; D. G. Mackenzie, Peat, Marwick, Mitchell 
and Co.; Henru E. Mendes, Touche, Niven, Bailey & 
Smart; Hermann C. Miller, Ohio State University; 
John F. Parnaby, Deloitte, Plender, Griffiths and Co; 
George Wagner, Arthur Andersen and Co.; Norman 


E. Webster, Webster, Horn, and Elsdon; John L. 
Carey, American Institute of Accountants, Secretary. 


[; IS WELL KNOWN that for a number of 


experimental work of the Committee with- 
out any systematic solicitation. 

After preliminary investigation, the 
Committee secured the cooperation of 
several specialists in evaluation to serve 
in an advisory capacity and to handle the 
technical aspects of the project. The Edu- 
cational Records Bureau, a non-profit 
making organization of schools and col- 
leges, which had had many years of ex- 
perience in handling a test service pro- 
gram, was chosen as the operating agency 
for the project. 

From the outset, the Committee took a 
broad-gage view of both the technical and 
social aspects of the total problem. The 
members of the Committee were aware 
that the upgrading of the profession as a 
whole could never be satisfactorily ac- 
complished by a snapshot selective pro- 
cedure at any one point, such as the point 
of employment. They recognized from the 
outset that the personnel in the profession 
at any given time was the result of a long 
process ranging from original recruitment 
of students through selection at the point 
of employment, and elimination, reten- 
tion, and promotion after employment. 
Hence it was not surprising that the Com- 
mittee should give attention to the prob- 
lem of recruitment and some aid to the 
Committee on Education in the prepara- 
tion and distribution of the brochure on 
Public Accounting As a Career.’ For the 
same reason, it was not surprising that the 
Committee should early adopt and act on 
the hypothesis that the success of the 
project would depend definitely on the 


2 Public Accounting As a Career, American Institute 
of Accountants, 13 East 41st Street, New York, N. Y. 
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extent to which the full and free coopera- 
tion of the colleges could be secured. 

The Committee’s original analysis of the 
factors that condition success in the pro- 
fession led tothe identification of four broad 
factors which they believed to be the 
major ones: (1) general intelligence, (2) 
technical training, (3) professional in- 
terests, and (4) character and personality. 
The experience of other groups and indi- 
viduals in the appraisal of the first three of 
these factors as they pertained to other 
fields indicated that important aspects of 
them could be measured objectively. With 
regard to the fourth area, many attempts 
at objective measurement had been made 
in different places, but it was felt that all 
objective tests of personality and charac- 
ter thus far prepared were of doubtful 
validity and that it was preferable for the 
time being to leave appraisal in this field 
to subjective procedures initiated locally. 
It was decided, therefore, to concentrate 
the efforts of the Committee upon the 
construction, selection, trial, and valida- 
tion of objective instruments in the first 
three areas. 


TEST CONSTRUCTION AND 
EXPERIMENTATION 


As a result of the deliberations and ex- 
ploratory work of the Committee, a need 
for three kinds of tests was indicated: (1) 
a test of orientation toward, or general 
aptitude for, accounting; (2) achievement 
tests at different levels designed to meas- 
ure knowledge of and ability to apply the 
principles and procedures of accounting; 
and (3) a test of professional interests. 

Experimental work with Strong Voca- 
tional Interest Blank—The third field, 
professional interests, was the first one to 
be attacked experimentally. The main 
reason why the Committee’s first experi- 
mental work was done in that area was 
that the Strong Vocational Interest Blank 
for Men, a test which has been widely and 


successfully used by other groups, was 
immediately available.* With the coopera- 
tion of approximately a hundred firms, 
Strong blanks were filled out by more than 
two thousand public accountants and re- 
turned to the project offices for analysis. 
These interest blanks were scored with 
scales for twenty-seven different occupa- 
tions, including accountant and C.P.A. 
On the basis of the results, typical voca- 
tional interest profiles were prepared for 
public accountants in general and for five 
levels of accountants—partners, managers, 
senior accountants, semi-seniors, and jun- 
ior accountants. 

Soon thereafter, the Dominion Associa- 
tion of Chartered Accountants in Canada 
arranged to have the Strong blank filled 
out by more than eleven hundred Cana- 
dian accountants and the tests analyzed by 
the project offices. The data resulting 
from the use of the Strong Vocational 
Interest Blank by public accountants in 
the United States and Canada are much 
too extensive to be summarized in this 
paper. An idea of the general trend of the 
interest scores of the total groups of 
accountants in the two countries may be 
obtained from Figure 1. It will be observed 
that there is marked similarity in the 
interest profiles for the two groups. 

The use of the Strong blank as one of the 
bases for prediction of success in an occu- 
pation depends not alone upon an ap- 
praisal of an individual’s interest score in 
that particular occupation but also on a 
comparison of his score for that occupation 
with his interest scores in a variety of 
other occupations. The Committee’s ex- 
perimental work with this blank makes 
possible the ready comparison of the trend 
of an individual’s interest scores with that 
of employed accountants in general and at 
different levels. These scores are not, in 


2 E. K. Strong, Jr., Strong Vocational Interest Blank 
for Men, Stanford University, California: Stanford 
University Press, 1930, Revised, 1938. 


Fic. 1. Median scores of 1,000 public accountants in the United States with median 
scores of 1,117 public accountants in Canada 
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themselves, to be regarded as highly indic- 
ative of probable success in an occupation, 
but they become very helpful in prognosis 
when they are used along with information 
concerning the general intelligence and 
achievement of the individual and esti- 
mates of his personality and character. 

Construction of orientation and achieve- 
ment tests—Since there were no objective 
tests specifically designed to measure in- 
telligence as applied to the accounting 
field or to measure knowledge and under- 
standing of accounting principles, the 
Committee early decided upon a test con- 
struction program for these two categories. 
The test construction was carried on with 
the cooperation of Professor Leo A. 
Schmidt of the Graduate School of Busi- 
ness Administration of Harvard Univer- 
sity and Dr. Kenneth W. Vaughn of the 
Graduate Record Office of the Carnegie 
Foundation for the Advancement of 
Teaching. Many professors of accounting 
rendered invaluable assistance by serving 
as critics of the experimental forms of the 
tests. Two forms each of an Orientation 
Test and two levels of achievement tests 
were constructed. 

The Orientation Test was constructed 
as a broad-range test intended for use at 
all levels of college and employment, with 
separate norms for different levels. It 
yields a verbal score, a quantitative score, 
and a total score. 

Since this test is essentially an intelli- 
gence test containing material slanted 
toward business situations, a question 
may be raised concerning the reason for 
making a special test instead of employing 
one of the existing intelligence tests al- 
ready used in colleges. There were two 
main reasons for the construction of such 
a test. One of these was the desire of the 
Committee to have a confidential test of 
general aptitude which would be under the 
control of the Institute. The other was the 
hope that the Committee would be able to 
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make a test that would be a little better 
than existing tests for the prediction of 
success in accounting and in training for 
this field. 

Present research data indicate that the 
Orientation Test is not greatly superior 
to other scholastic aptitude tests for the 
prediction of success in the study of ac- 
counting and that there is no compelling 
reason why this test should be used if a 
college is already giving another test of 
general ability as part of its regular testing 
program for all students. Many colleges 
administer the American Council on Edu- 
cation Psychological Examination to all 
entering freshmen. Thanks to Professor 
Littleton and his colleagues at the Univer- 
sity of Illinois, it is anticipated that data 
will be available in the fall of 1947 which 
will make possible the preparation of a 
table of equivalent scores for the psycho- 
logical examination and the Orientation 
Test. 

It is hoped that regardless of what test 
is used the colleges will regularly report the 
results to the project offices so that com- 
parative studies can be made. The Com- 
mittee has no intention of dictating stand- 
ards, but it is believed that the colleges 
will want information concerning com- 
parative results so that they can use these 
results within the framework of their own 
policies and educational objectives. 

The two achievement tests constructed 
under the auspices of the Committee were 
identified as Achievement Test, Level I, 
and Achievement Test, Level II. The 
first level test was planned for use with 
students who had had at least one full year 
of accounting or the equivalent. The final 
form of this test yields a total score based 
on questions in the following areas: (1) 
account classification; (2) accounting vo- 
cabulary; (3) arithmetic of comparative 
profit and loss statements; (4) book- 
keeping: entering and posting; (5) bank 
reconciliation; (6) adjustments in ten- 
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column worksheet; (7) analysis of depreci- 
ation histories; and (8) tracing the effect 
of errors. 

The Achievement Test, Level II, was 
designed for use at the end of the senior 
year in college or with employed account- 
ants in the junior and semi-senior levels. 
The final form provides a total score based 
on questions on the following topics: (1) 
fundamental classification relationships; 
(2) entering transactions in books of 
original entry; (3) posting books of original 
entry; (4) analysis of adjustments; (5) 
analysis of comparative operating state- 
ments of branches; (6) cash record and 
bank reconciliation; (7) analysis of de- 
preciation histories; (8) tracing the effect 
of errors; (9) inventory methods: influence 
of inventories on net profit; (10) com- 
parison of inventory methods; and (11) 
auditing. 

Experimental editions of the Orientation 
Test and the two levels of achievement 
tests were tried out in colleges and public 
acccounting firms in order to pretest the 
questions. The items were analyzed sta- 
tistically and criticized by accounting 
specialists. Only those items which met 
acceptable criteria of difficulty and valid- 
ity were retained in the final form. Both 
forms of the Orientation Test and Form 
A of each of the achievement tests have 
been subjected to this kind of analysis. 
The item analysis of Form B of each level 
of achievement tests remains to be done, 
and the cooperation of several colleges in 
giving these tests experimentally in the 
fall of 1947 will be needed. 

The working time allowed for the final 
forms of the new tests is as follows: 
Orientation Test, fifty minutes; Achieve- 
ment Test, Level I, two hours; Achieve- 
ment Test, Level II, four hours. More 
time is needed per question in accounting 
achievement tests than in many other 
kinds of achievement tests because the 
nature of the field generally requires the 


reading and assimilation of a fairly de- 
tailed problem situation before the ques- 
tions are taken up. 

The reliabilities of the total scores on 
these tests are approximately as follows: 
Orientation Test, .90; Achievement Test, 
Level I, .93; Achievement Test, Level 
II, .96. These coefficients indicate that the 
tests are reliable enough for individual 
prediction. 

Validity of tests——The validity of the 
new tests is being studied in various ways. 
Most of the detailed data on validity will 
be reserved for another publication. In 
general, it can be said at this time that the 
validity data are encouraging but that the 
studies have not been carried far enough 
to provide a full appraisal of the value of 
the tests for predicting success either in 
training or in accounting work. 

One criterion of success in the study of 
accounting is, of course, college grades. 
Present data indicate that the correlations 
of both the Orientation Test results and 
the achievement test scores with college 
grades tend to be about the same as results 
of similar investigations in other fields. 
The correlations of the individual tests 
with grades tend to fall within the range 
40 to .60. Multiple-correlations in which 
two or more of the tests are used in a 
predictive formula may give higher cor- 
relations, but this is a question which is 
still to be studied. 

Another way of indicating the extent to 
which Orientation Tests taken near the 
beginning of an accounting course will pre- 
dict final course grades is illustrated by the 
following excerpt from a letter from a col- 
laborating college dean who gave the 
Orientation Test to 500 beginning stu- 
dents: 


Of the top quarter on the Orientation Test, 
72 per cent received final grades of A or B, and 
only 1.4 per cent failed; of the lowest quarter, 
30 per cent received A or B, and 23 per cent 
failed, 
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A further criterion of the validity of a 
test is face validity. Do the questions in the 
test appeal to specialists in the field as 
being good, sound questions? On the basis 
of the comments of public accountants 
who have studied the tests, one would 
infer that the face validity of the new 
tests is high. For example, a member of a 
prominent accounting firm wrote as fol- 
lows: 

Generally speaking, we are extremely well 
pleased with the papers (Achievement Test, 
Level II) and I must confess that I was somewhat 
amazed myself to find how effectively the objec- 


tive method of examination could be applied to a 
technical subject. 


A third way of appraising the validity 
of a test is through comparison of the test 
scores with the judgment of supervisors 
concerning the success of individuals on 
the job. Much less information is available 
of this kind than is needed by the project 
research staff. It is encouraging to note, 
however, that in one firm, where such a 
comparison was made, there was, not- 
withstanding a number of individual dis- 
crepancies, a noteworthy degree of agree- 
ment between the test scores and the 
subjective ratings. 


The test averages show a good positive 
correlation between test scores and rat- 
ings, but since the tests measure only one 
of the several traits necessary for public 
accounting, there were many individual 
discrepancies which emphasize the neces- 
sity of keeping in mind the limitations as 
well as the values of the achievement, 
orientation and interest tests. For ex- 
ample, there were several individuals in 
the groups above whose technical qualifi- 
cations were known to be very high even 
before they secured high scores on the 
Level II Achievement Test; but they were 
rated low by the firm because of person- 
ality weaknesses, such as inability to 
cooperate with fellow-workers, or to deal 
tactfully with clients. 

Conversely, there were some who se- 
cured mediocre scores on the tests and who 
were otherwise known to be only fair as to 
technical qualifications, but who were so 
valuable to the firm in dealing with em- 
ployees and clients that they received 
very high ratings. 


SERVICES OF THE PROJECT OFFICES 


The Committee’s activities are carried 
on through the Project Offices in the quar- 


TABLE I 


MEANS AND RANGES OF PERCENTILE RATINGS MADE ON THE EXPERIMENTAL EDITIONS OF THE LEVEt II 
ACHIEVEMENT TEST—ByY VARIOUS GROUPS OF EMPLOYEES IN A LARGE PuBLIC ACCOUNTING FIRM 


Percentile Ratings 
Group Characterization ng 
Range Mean 
Senior 
Technically qualified and good promise 3 84-100 91 
2 Technically qualified and some promise 7 52-100 86 
3 Technically qualified but little or no promise 16 12-96 59 
First 
Asst. 
1 Technically qualified and good promise 11 46-99 79 
y Technically qualified and some promise 41 18-99 66 
3 Technically qualified but little or no promise 40 2-97 49 
Second 
Asst. 
be Technically qualified and good promise 23 4-95 49 
7. Technically qualified but doubtful promise 53 1-94 37 
3 Doubtful technical qualification, negative promise 26 1-49 15 
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jem 789811 
Fic. 2. Front Side of Report Card. 
‘On PROFESSIONAL ACCOUNTING TESTING 
A NORM GROUPS- PROGRAM 


College Senior Students 
Junior Accountants 
Semi-Senior Accountants 
Senior Accountants | 


Total Accounting Group 


IBM 140792 


The Norm Group for the Orientation and 


Achievement test percentiles is designated by 


Explanation of Report Card 


The reverse side of this card has been punched to show the results of your Professional Accounting Tests. 

Your scores on the Orientat 
centiles on this tes? range from ito 99. A 
have scores below your own score. 
it was necessary to drop the units te ag angen percentiles. percentiles falling within the 
range 1 to 9; 1 means a percentile wi hin the range Wt 1) 2 ois percentile in the range 20 to 29; and 
so on up to 9, 


of sults on the fo Tests is to say that zero means 
the lowest tenth of the group; 1 the next to the lowest tenth; 2 the third tenth, and so on up to 9, which 


this your 
score is in the third tenth from the top; if 9 is punched out, you are in the highest tenth of your group on this 
test. 


Your scores on the Strong Vocational interest Blank are reported in letter grades. Ratings of A indicate that 
corre: 


you have the interests of men engaged in the occupations. ee 
question. Ratings of B and B— represent less assurance that 
occupations for which you obtained these grades. Ratings of C+ and C indicate littie or ho agreement in 
interests. 

You should also interest profile with the median 


‘ants, as shown by 
consider- 


the punch to the right of the iat 


group. 


compare your profile for 1,000 account: 
the ine onthe pro farm On the whole, it is desirable for one engaged in, or 
ing. tt to score high in the occupations named at the top of the list and to score low 
in those named st the bottom of the lst. 

The Strong Vocational interest Blank measures interests only. It provides no evidence concerning ability 
or aptitude for an occupation. Ratings on the Strong Test should be considered as suggestive oniy and in the 
light of all other data bearing on vocational choice. 


Fic. 3. Back of Report Card. 


ters of the Educational Records Bureau, 
437 West 59th Street, New York City. 
That office issues the experimental forms 
of the tests, arranges for the try-out of 
these forms, makes item-analysis studies 
of the tests, edits and publishes the final 
forms, studies the reliability and validity 
of the new tests, publishes bulletins and 
articles on the accounting testing program 
and handles most of the correspondence 


with colleges, firms, and individuals con- 
cerning the development of the project 
and the available tests. 

In addition, the Project Offices carry on 
a service program involving test scoring 
and the recording and reporting of the 
results. The office has a regular service 
in the scoring and reporting of the results 
of the Strong Vocational Interest Blank 
which is available to any college, account- 
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designates the highest tenth of the . For ex le, if the number 5 is ed out in your record for the 
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ing firm, or individual student or employed 
accountant at all times. The office serves 
colleges at specified times during the school 
year by scoring and reporting the results 
of the orientation and achievement tests 
The regular reports on all groups include 
distributions of scores, medians and quar- 
tiles of the distributions, and alphabetical 
class lists showing the scores and percentile 
ratings of individual students. A letter of 
explanation and interpretation is sent with 
each report. Copies of all reports are re- 
tained in the Project Offices, and thus 
there is on file in the office the results for 
all individuals whose tests have been 
scored by the project staff. 

Individual punched car reports, as well 
as the typed distributions and lists are 
made on all college seniors and employed 
accountants. A duplicate of each person’s 
punched card is kept in the central file. 
The front and back of the standard report 
form adopted by the Project offices are 
shown in Figures 2 and 3. 


TESTING PROGRAM IN THE COLLEGES 


Many schools of business in colleges and 
universities have cooperated with the 
Committee in the administration of the 
experimental forms of the new tests in 
order to pretest the items and in the use of 
the final forms for the purpose of estab- 
lishing norms. The most extensive ad- 
ministration of the experimental forms 
was done during the school year, 1945- 
46. Continued cooperation from the col- 
leges in the giving. of trial forms of the 
orientation and achievement tests is 
needed, for test construction must be 
carried on over a long period in order to 
provide a sufficient number of up-to-date 
forms of the tests. 

Administration of Orientation Test, Fall, 
1946.—The first regular testing program 
in college accounting classes was carried 
on with the Orientation Test in the fall of 
1946. This test, which is designed for 


administration with separate answer 
sheets suitable for machine scoring, was 
supplied to the colleges and scored without 
charge. It was administered by schools of 
business in twenty-nine colleges. More 
than twelve thousand accounting stu- 
dents took part in the program. The num- 
bers of students in the first and second 
years of accounting were large enough to 
provide very reliable fall norms. Several 
hundred third-year accounting students 
were also tested. The number of fourth- 
year accounting students in the program 
was quite small, but this was not surpris- 
ing, since the students in many colleges 
do not start accounting courses before the 
sophomore year. 

The results of this testing program were 
summarized in the first of a series of bulle- 
tins published by the Committee.‘ Dis- 
tributions of scores for the total groups 
were presented and discussed, and the 
results for individual colleges were repre- 
sented graphically and identified by code 
number. 

Results of Orientation, achievement, and 
interest tests, Spring, 1947—The Orienta- 
tion, achievement, and interest tests were 
made available to colleges throughout the 
United States and to public accounting 
firms in selected centers for administration 
in May, 1947. The Orientation Test and 
the Strong blank were used at all levels. 
The Achievement Test, Level I, was given 
to students below the senior year, and the 
Level II test was administered to gradu- 
ating seniors and to employed account- 
ants. The Committee supplied the tests 
and scored them without charge to the 
colleges except where the Strong Voca- 
tional Interest Blank was taken by stu- 
dents below the senior year. Because of the 

4A Study of the Ability of Accounting Students: Re- 
sults of Orientation Test, Form A, in Schools of Business 
of Twenty-nine Colleges, Fall Semester, 1946. The Ameri- 
can Institute of Accountants Accounting Testing Pro- 


gram. Bulletin No. 1. New York: Committee on Selec- 
tion of Personnel, February, 1947. 
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TABLE IT 
DISTRIBUTIONS OF TOTAL SCORES ON ORIENTATION TEsT, Form B* 
Colleges Employed Accountants 
Score 
ist year 2nd year+** Senior year Form A Form B 
128-130 
124 1 1 1 1 
120 3 1 1 1 
116 18 2 4 4 2 
112 41 9 12 9 1 
108 63 7 14 11 4 
104 73 18 42 17 4 
100 104 24 28 14 
96 128 26 46 ) 14 ) 5 
92 174 24 32 16 
88 196 4 38 20 1 
84 236 43 co 18 4 
80 260 39 37 18 }— 4 
76 294 48 31 17 5 
72 325 57 34 18 1 
68 342 57 30 | 19 1 
OF 405 48 30 21 2 
60 366 52 25 18 
56 344 +40 27 11 
52 380 48 14 6 1 
48 330 38 13 7 1 
44 277 21 10 6 2 
40 240 18 9 4 
36 212 10 2 1 
32 153 6 2 1 
28 124 4 1 2 
24 92 4 1 
20 58 1 1 
16 36 3 
12 26 
8 16 1 
+ 9 
0-3 2 
Total 5,328 694 521 275 41 
Q3 79.5 86.4 97.5 96.4 105.8 
Md 64.0 71.7 83.5 81.0 87.5 
Qi 49.1 58.0 67.6 66.0 77.8 
Range 0-125 9-124 30-124 22-125 44-121 
10%ile 36.4 48.1 56.2 55.0 64.2 
9M%ile 93.7 98.9 106.1 107.4 111.9 


* The larger group of employed accountants took Form A. 

** The distribution for the second year of study includes the results for 183 third-year accounting students who 
were not classified as seniors. Since the distribution of scores for this small third-year group was not significantly 
differentiated from the second-year distribution, the two distributions were combined. 


large number of students below the senior 
year and the expense involved in scoring 
each blank, the Committee was unable to 
bear the cost of this part of the program. 
The scoring charge for the Strong blank 
was $1.80 except in the case of the seniors 
whose tests were serviced entirely free of 
charge. 

Fifty-seven colleges and fifteen public 


accounting firms took part in the spring 
program. The test results were published 
by the Committee in Bulletin No. 3.5 


5 The College and Professional Accounting Testing 
Program: Results of Tests in Schools of Business of Fifty- 
seven Colleges and in Fifteen Public Accounting Firms, 
Spring, 1947. The American Institute of Accountants 
Accounting Testing Program. Bulletin No. 3. New 
= Committee on Selection of Personnel, August, 
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Certain tables and graphs presented in 
that bulletin will be reproduced in this 
paper and discussed briefly. 

The distributions of total scores on the 
Orientation Test are shown in Table II. 
All the college students took Form B of 
this test, while in the employed group 
Form A was used except with those indi- 
viduals who were tested in certain colleges 
along with the college students. More than 
five thousand students in the first year of 
accounting were tested, while a total of 
only about fifteen hundred students and 
employed persons at the other levels took 
the test. 

As is usually found when large groups 
are measured with a test of general scholas- 
tic aptitude, the scores are widely distrib- 
uted at each level, and there is much 
overlapping in the distributions. The pos- 
sible range of raw scores on the Orienta- 
tion Test is 0 to 130. It will be seen that 
the greater part of the possible range is 
included in each of the distributions. At 
the first-year level, the range is 0 to 125 
out of the total of 130 points. 

Although there is much overlapping in 
the distributions, the median scores of the 
college students increase significantly from 
one level to the next. The increase from the 
first to the second year of accounting 
(including 183 third-year students) is 7.7 
raw score points, and the gain from the 
second year to the senior year is 11.8 
points. It is apparent, therefore, that 
although the Orientation Test is designed 
to measure general aptitude for the ac- 
counting field rather than achievement, 
the students with the larger number of 
accounting courses do, on the average, 
make the higher scores. These differences 
are probably due both to growth and to 
the fact that there is a considerable 
amount of elimination of the poorer stu- 
dents from the higher classes. 

A comparison of the aptitude of the 
college students and the employed indi- 


viduals as measured by the Orientation 
Test is complicated by the fact that the 
larger employed group took Form A, while 
Form B was given in the colleges. Al- 
though the two forms were intended to be 
of the same difficulty, a study based on 
two equivalent groups of approximately 
675 students each showed Form B to be 
slightly the easier. The difference in total 
scores at the median was 2.7 points. 

So far as conclusions are warranted by 
the data in Table II, the results indicate 
that the aptitude of the employed group 
is closely similar to that of the students. 
The median and inter-quartile range of the 
scores of the employed individuals on 
Form A are near but slightly lower than 
the median and inter-quartile range of the 
scores of the seniors on Form B. The 
median of the small group of employed 
accountants is four points above the senior 
median. Approximately three-fourths of 
the employed men taking the tests were 
junior or semi-senior accountants. On the 
average, the individuals in the group 
tested had had between three and four 
years of experience in accounting work. 

The distributions of the scores on the 
two levels of the Achievement Tests, 
Form A, are shown in Table III. As in the 
case of the Orientation Test, very wide 
ranges of the scores are to be noted. The 
possible range on the Level I test is 0 to 
120, and that on the Level II test is 0 
to 150. Each distribution covers all but a 
few points of the possible range. Some 
individuals knew almost no accounting as 
measured by these tests, while others were 
able to answer nearly every question. 

For the Level I Achievement Test there 
are two distributions. One of these in- 
cludes the scores of 4,071 first-year stu- 
dents, and the other is composed of the 
scores of 928 students, including 745 
second-year students and 183 students 
who were in their third year of study. The 
results for the third-year group were 
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TABLE III 
DISTRIBUTIONS OF TOTAL SCORES ON ACHIEVEMENT TESTS, LEVELS I anv II, Form A 
Level I Level II 
Score Colleges Score 
College Employed 
First year Second year* Seniors Accountants 
120 150 
117 147 
114 1 3 144 2 1 
111 3 6 141 6 4 
108 7 6 138 6 9 
105 11 25 135 4 9 
102 12 27 132 13 14 
49 22 36 129 18 26 
96 29 39 126 15 21 
93 34 31 123 21 24 
90 54 42 120 23 16 
87 72 56 ) 117 30 19 
84 81 40 114 28 16 
81 99 $1 111 16 12 
78 115 62 108 16 14 
75 137 49 105 24 16 
72 166 46 102 25 15 
69 158 46 99 25 15 
66 169 50 96 26 16 
63 244 54 93 26 }— 10 
60 222 39 90 26 5 
57 223 36 87 19 17 
54 249 }— 28 84 16 6 
51 245 33 81 25 12 
48 223 21 78 25 8 
45 225 26 75 13 S 
42 223 15 72 21 11 
39 198 21 69 18 12 
36 164 10 66 14 5 
33 174 12 63 21 4 
30 131 5 60 17 8 
27 107 4 57 13 6 
24 80 2 54 11 + 
21 49 3 $1 14 4 
18 58 1 48 18 4 
15 39 2 45 9 2 
12 22 42 6 2 
9 15 1 39 9 2 
6 5 36 4 1 
3 os 33 5 1 
0-2 1 30 6 2 
27 1 
24 5 1 
21 5 2 
18 1 2 
15 3 
12 1 1 
9 1 
6 
3 1 
0-2 1 
Total 4,071 928 Total 649 390 
Q3 68.7 89.1 Q3 114.4 124.3 
Md 54.9 75.6 Md 92.9 106.1 
Qi 41.6 60.9 Qi 69.0 82.1 
Range 0-116 9-116 Range 10-145 2-146 
10%ile 30.6 46.9 10%ile 49.8 59.5 
M9%ile 81.5 99.9 9%ile 125.9 131.8 


* The distribution for the second year of study includes the results for 183 third-year accounting students who 
were not classified as seniors. Since the distribution of scores for this smal] third-year group was not significantly 
differentiated from the second-year distribution, the two distributions were combined. 


| 

| 

d 

| 


74 The Accounting Review 


combined with those for the second-year 
students, since the distributions were not 
significantly different. 

The ranges of the first- and second-year 
distributions on the Level I test are closely 
similar, but there is a marked difference 
in the medians for the two groups. The 
second-year median, 75.6, is 20.7 raw 
score points above the first-year median 
and 6.9 points above the third quartile 
for the first-year distribution. 

It is interesting to compare the Orienta- 
tion Test and the Achievement Test re- 
sults for the first and second years of 
accounting. A comparison of this kind is 
limited by the fact that the groups taking 
the two tests were not exactly the same, 
but since the population is rather large, the 
groups probably represent equivalent abil- 
ity. The median Orientation Test score of 
the second-year group is equivalent to a 
first-year percentile of 65, whereas on the 
Achievement Test the second-year median 
corresponds to a first-year percentile of 
85. In other words, the average achieve- 


ment in the second-year group (including 
the third-year students) is definitely higher 
than one would predict on the basis of the 
aptitude measurement. 

Somewhat similar observations can be 
made concerning the distributions of the 
scores of the college seniors and the 
employed accountants on the Achieve- 
ment Test, Level II. The difference in the 
range of the scores for the two groups is 
small, but the medians are significantly 
differentiated. It was noted in the discus- 
sion of the Orientation Test results that 
there seemed to be little difference be- 
tween the college seniors and the employed 
accountants in aptitude. On the Achieve- 
ment Test, the median for the employed 
accountants is 13.2 raw score points above 
the median for the college seniors. The 
median for the employed individuals cor- 
responds to a college senior percentile of 
68. In other words, the average employed 
accountant is above about two-thirds of the 
college seniors in total score on this test. 

In Bulletin No. 3, distributions of Ori- 


40 1 4 6 13 22 41 16 23 42 12 43 33 20 20 29 
128-136 128-130 
124 1 14 
120 1 120 
116 2 1 1 116 
112 1 4 2 1 1 2 14 
108 2 1 5 1 2 3 a 108 
104 12 1 5 5 4a 1 1 1 1 104 
100 8 5 1 4 2 2 3 1 100 
$2 1 € 1 7 4 3 1 2 1 1 1 1 92 
ee 1 5 4 1 1 3 2 2 6 1 2 3 
80 4 3 2 1 2 2 1 1 4 4 2 1 3 7) 
1% 1 2 2 1 1 6 4 3 3 3 3 1 % 
72 3 i 5 1 1 2 1 1 4 2 1 2 1 2 4 2 
5 3 2 1 2 2 2 2 68 
60 2 1 1 i 2 1 ‘ 1 2 2 2 3 60 
56 a 2 1 1 2 6 2 1 1 2 3 2 3 86 
52 2 3 2 1 1 1 2 82 
48 2 1 i 1 2 ¥ 1 1 1 3 2 1 48 
44 1 1 i 1 1 1 2 3 “4 
40 1 4 i 1 2 3 1 1 40 
36 i 1 1 3 
32 1 32 
28 1 1 28 
24 
20 20 
16 
12 
6 
‘4 
0-3 0-3 
Total 12 66 $2 56 17 49 26 1s 14 63 29 10 18 20 38 “4 30 Total 
Q3 106.3 105.5 97.7 102.4 95.6 99.9 104.8 100.8 64.0 90.2 91.0 69.0 60.0 67.0 62,0 60,7 


Ql 92.0 06.5 82.7 74, 73.0 13.0 67.8 


Range 69113 45-124 59-113 53-1 


176.0 74.8 73.0 72.0 170.0 70,0 69,0 68,0 66,0 
51.3 89,0 55,0 a 


17 400110 48112 Slel14 360104 42-108 406120 45296 30095 30-98 34-106 42-92 37-117 Range 


TABLE IV 
DISTRIBUTIONS OF SCORES MADE ON ORIENTATION TEST, Form B, By GRADUATING 


SENIORS IN SIXTEEN COLLEGES 
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entation Test and Achievement Test 
scores were shown by colleges for each 
level of study. The colleges were desig- 
nated by code numbers at the top of the 
tables, and each college was apprised of 
its own number. Because of the many 
colleges giving the tests at the lower levels 
of study, the tables giving the comparative 
data for the different colleges are too ex- 
tensive to be shown in this paper. At the 
senior level, the number of participating 
colleges was somewhat smaller. Therefore, 
it was feasible to include tables of the 
Orientation and Achievement Test scores 
of the seniors in the paper, although be- 
cause of the small number of cases these 
data may be less significant than those for 
the underclassmen. These tables appear as 
Tables IV and V. 

The raw score scale is given to the left 
and right of each table. The broken lines 
running horizontally across the table 
indicate the Q3 or seventy-fifth percentile, 
the median or fiftieth percentile, and the 
Qi or twenty-fifth percentile for the dis- 
tribution of scores of the entire group of 
participating seniors. At the bottom of 
each column data are shown concerning 
the total number of students in the group, 
the Q3, the median, the Q1, and the range 
of scores in that particular college. The 
median and the inter-quartile range are 
also shown graphically beside each dis- 
tribution. 

It will be observed that there are large 
differences in the numbers of cases in the 
various distributions. In most instances 
these differences reflect differences in the 
size of the student population, but a few 
of the small distributions result from the 
fact that, for one reason or another, not all 
seniors taking accounting were tested. 
High median scores in small groups, there- 
fore, do not necessarily mean that the 
general performance is high in the colleges 
from which the samples were drawn. It 
may mean only that there was a certain 


amount of selection in the students taking 
the tests. The selection may have been 
unintentional on the part of the colleges 
concerned. For example, if a college placed 
the taking of the tests on a voluntary 
basis, it is probable that, in general, the 
better students would report for the test 
and the poorer ones would neglect to take 
it. In order to obtain entirely fair compari- 
sons among colleges, it is necessary to have 
complete groups tested, but circumstances 
sometimes make the testing of all students 
virtually impossible when tests of this 
kind must be handled within the regular 
college schedule. The testing situation is 
likely to be more difficult near the end of 
the college year than at other times be- 
cause of the many extra demands upon the 
time of both students and instructors. 
Another factor which somewhat limits 
the comparability in the case of certain 
institutions is the environmental situation 
under which the tests are administered. 
Conditions in many colleges are so 
crowded at present that it is difficult to 
find sufficient space for the testing of large 
groups of students. In one or two instances, 
it is known that because of unavoidable 
conditions, the testing situation was not 
good, and it is presumed that similar 
difficulties may have arisen in the ad- 
ministration of the tests in other colleges. 
When reasonable allowances are made, 
however, for the fact that certain distri- 
butions of scores may not be entirely 
representative of the aptitude or achieve- 
ment of the seniors in the colleges con- 
cerned, it is still apparent that there are 
wide differences among the student groups. 
In Table IV, the distributions of total 
scores made on the Orientation Test by 
graduating seniors in sixteen colleges are 
reported. The table shows some large dif- 
ferences in aptitude for the study of ac- 
counting as measured by this test. The 
seniors in College 1 and in the small 
group in College 40 have medians slightly 
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above the seventy-fifth percentile for all 
cooperating seniors. The medians in col- 
leges 29 and 44 are very near the twenty- 
fifth percentile. 

There are especially wide differences in 
the median scores of the graduating seniors 
in twenty-five colleges on Achievement 
Test, Level II, as shown in Table IV. The 
medians for the seniors in colleges 1, 2, 3, 
and 4 are above Q3, but in the first three 
colleges the distributions almost certainly 
do not represent all the graduating seniors. 
The senior groups in colleges 44, 20, and 
52 have medians considerably below Q1. 
It is interesting to see, however, that the 
senior group in college 44 includes one 
student who, according to this test, is 
among the seven highest of all seniors 
tested in knowledge of the principles and 
practices of accounting. 

It may be helpful to compare the inter- 
est scores of college accounting students 
with those of practicing accountants. For 
this purpose, 100 first-year accounting 
students and 100 seniors were chosen from 
the entire group of students who took the 
Strong Vocational Interest Blank in the 
spring of 1947. These students were dis- 
tributed among six colleges. Since the 
machine-scoring procedure used in con- 
nection with the spring program made it 
possible to score simultaneously for a 
group of twenty-five scales but not for a 
larger group, twenty-five of the original 
twenty-seven scales were chosen for this 
part of the study. The scales omitted were 
real estate salesman and YMCA secretary. 

The medians of the scores of the under- 
classmen and the seniors on the twenty- 
five occupational scales are shown in Fig- 
ure 4 in relation to the median line for 
1,000 public acountants. 

It will be observed, in the first place, 
that there is close agreement between the 
medians for the first-year accounting stu- 
dents and the seniors. The lines connecting 
the medians for the two groups have 


their peaks and valleys in the same occu- 
pations. 

A second observation is that, with a 
few exceptions, the medians of the seniors 
tend to be a little higher than those for the 
first-year group. The largest differences 
are on the accountant and C.P.A. scales. 
The seniors surpass the younger group by 
4.1 standard-score points on each of these 
two scales. 

A third observation is that both groups 
of students tend to have higher interest 
scores in the accounting field than in the 
other fields. For both the seniors and the 
first-year students, accounting ranks first 
among the twenty-five occupations. C.P.A. 
ranks ninth among the twenty-five occu- 
pations in the interests of the seniors and 
tenth in the interests of the first-year 
group. The C.P.A. scale reflects executive 
and administrative interests which ap- 
parently develop later in life than many 
other occupational interests. 

A fourth observation—and the most 
important of all—is that notwithstanding 
rather wide divergence in the case of indi- 
vidual scales, the general trend of the 
median interest ratings of the students 
bears considerable similarity to that of the 
employed accountants. The students have 
much higher median scores on the business 
scales on which practicing accountants are 
relatively high—accountant, C.P.A., pro- 
duction manager, purchasing agent, bank- 
er, president of a manufacturing concern, 
personnel manager, and sales manager— 
than on those for which men in the em- 
ployed group are low—mathematician, 
architect, dentist, artist, minister, and 
psychologist. 

On the other hand, there are some note- 
worthy differences. The medians for both 
groups of students are definitely lower 
than those for the practicing accountants 
on three scales of a scientific nature— 
engineer, chemist, and physician—and 
significantly on four scales—personnel 
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manager, sales manager, life insurance 
salesman, and social science teacher. 

It should be kept in mind that all these 
data are concerned with medians. In all 
the groups there is a wide range in the 
interest scores of individuals on each of the 
twenty-five scales. It is possible for an 
individual man to be a successful account- 
ant, even if the pattern of his interest 
scores diverges widely from the median 
line for public accountants. Other things 
being equal, however, the prognosis of 
success is more favorable if one has the 
interests of those successfully engaged in 
the occupation concerned. Needless to say, 
the interest ratings should be regarded as 
supplementary to other information and 
should be considered in conjunction with 
aptitude and achievement scores and 
ratings of personal factors. 


MAIN ACCOMPLISHMENTS OF THE 
PROJECT TO DATE 


It is too early to attempt to assess the 
full value of the project, but certain ac- 
complishments to date may be summa- 
rized. 


1. It has been shown that significant aspects 
of accounting can be measured objectively with 
high reliability and with much less expense than 
they can be appraised by other means. 

2. The Strong Vocational Interest Blank has 
been shown to be a valuable instrument for the 
appraisal of the interests of accountants in the 
great majority of the cases. 

3. The results of over 25,000 tests indicate 
that standards in accounting departments of 
representative colleges are widely variable—a 
finding of basic importance which conforms with 
the findings of other research programs, such as 
those of the Carnegie Foundation and the Ameri- 
can Council on Education, with respect to college 
departments in general. 

4. A test service program, including scoring, 
reporting, and central records of the results, has 
been set up through the Project Offices and has 
been carried on thus far with almost no cost to the 
users. 

5. By means of meetings, institutional visita- 
tion, and publications, a considerable amount of 


direct and incidental education in measurement 
and other techniques of evaluation has been car- 
ried on with both colleges and accounting firms. 
Among the publications, special mention should 
be made of two bulletins prepared by Professor 
Schmidt and published by the Committee in 
which the theory and procedure of objective 
measurement as applied to accounting have been 
discussed and illustrated.6 Because of the long- 
term significance and strategic implications, these 
two bulletins should be regarded as one of the 
major contributions of the Project thus far. It is 
hoped that accounting specialists in both colleges 
and firms will study these bulletins and give the 
Committee the benefit of their suggestions. The 
Committee feels fortunate in having secured the 
services of Professor Schmidt in this essential 
writing, as well as in the construction of the 
achievement tests. 


In concluding this part of our joint 
presentation, I would like to take the 
opportunity of placing in the written 
record what I have often said orally, that 
I consider it a rare privilege to work with 
the accountants and accounting teachers 
on this potentially very significant enter- 
prise. Never have I been associated with 
more intelligent and public spirited men 
than those in the firms and colleges whose 
patient guidance and hard work have made 
possible such progress as has been made. 

While we are all aware of the unfortu- 
nate fact that too many otherwise intelli- 
gent men still regard accountancy as vo- 
cational bookkeeping, I am sure that no 
one in this group will question my pro- 
found belief that no profession is more 
important or indispensable to the func- 
tioning and morality of organized society 
than accounting. I use the word morality 
deliberately because experience shows that 
the concept and practice of accounting are 

6 Leo A. Schmidt, Objective Examinations in Profes- 
sional Accounting. Preliminary Edition for Review and 
Criticism. The American Institute of Accountants Pro- 
fessional Accounting Testing Program, Bulletin No. 2, 
New York: Committee on Selection of Personnel, June, 
1947; Objective Examinations in Professional Accounting: 
Samples and Comment. The American Institute of Ac- 
countants Professional Accounting Testing Program, 


Bulletin No. 2A. New York: Committee on Selection of 
Personnel, August, 1947. 
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the surest foundation for the concept and 
habit of accountability, without which no 
part of our business or governmental struc- 
tures could function. 

If my belief is at all justified, it follows 
that the accounting profession for the 
public welfare should receive into its 
ranks its fair share of the most intelligent, 
creative, and public-spirited young people 
in each college generation so that the high 
standards and traditions already estab- 
lished may be carried forward most cred- 
itably. 

Other professions are actively competing 
for the “best” college students, so far as 
they can identify the “best” for their 
respective callings. Some of the other pro- 
fessions enjoy distinct advantages in 
securing the attention and consideration 
of promising students, not only because 
they have been longer recognized as pro- 
fessions, but because their accomplish- 
ments are more spectacular and receive 
more free publicity. The fact that recent 
medical and atomic developments have 
been sensational does not diminish their 
glory nor lessen our appreciation, but the 
almost incalculable amount and variety of 
publicity given to them has certainly made 
many young people aware of science career 
possibilities who have never even heard 
of the equally indispensable but unad- 
vertised work of accountants in every 
branch of the Armed Forces, government, 
industry, and even in the scientific re- 
search organizations themselves. 

The more effective dissemination of 
authentic information regarding the ac- 
counting profession, as by the brochure, 
“Accounting as a Career,’’ will be essen- 
tial but not adequate. Ultimately, system- 
atic guidance of individual students 
rather than blind proselyting or raids on 
other professional camps, will yield the 
best results for all professions. If, with the 
continued splendid cooperation of the 
teachers represented by this association, 


the project can contribute to the earlier 
and more accurate identifications of those 
students who should be encouraged to 
enter the accounting profession, we shall 
make a worthy contribution not only to 
the profession but also to the fundamental 
strategy of our national welfare. 


TESTING IN THE COLLEGES IN THE 
FALL OF 1947 


The Orientation Test, which formed the 
basis of the College Accounting Testing 
Program in the fall of 1946 and which was 
used as one of the tests in the spring pro- 
gram, is again being made available to the 
colleges for fall testing. An announcement 
to that effect and forms for ordering the 
tests are going to schools of business in 
colleges and universities throughout the 
country. This test, since it is designed to 
measure general aptitude for the account- 
ing field rather than specific knowledge or 
achievement, is particularly suited to use 
near the beginning of the term. 

The Orientation Test materials, in- 
cluding the test booklets, answer sheets, 
and manuals of directions, will be supplied 
by the Committee without cost to the 
colleges. There will, however, be a small 
charge for scoring services rendered by the 
Project Offices. The tests may be scored 
locally if desired. 

During the school year, 1946-47, the 
Committee was in the process of estab- 
lishing norms for the tests, and colleges 
that gave the tests and returned them to 
the Project Offices for scoring and analysis 
rendered a distinct service to the Commit- 
tee. Under those circumstances, it was to 
be expected that scoring and reporting 
services would be rendered to the colleges 
at Project expense. Fairly reliable norms 
for the Orientation Test are now available, 
and the need for central scoring is not as 
great as it formerly was. It seems reason- 
able, therefore, to ask colleges desiring 
scoring services to pay the cost related to 
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the actual scoring. This cost is estimated at 
ten cents a student. This amount will not 
cover the entire cost of scoring a student’s 
tests, reporting his results to his college, 
and recording the scores in the central file, 
but it will meet the cost of scanning the 
answer sheet, inserting it into the machine, 
obtaining the three scores yielded by the 
test, and checking the scores. 

For the colleges using central scoring, 
reports similar to those previously fur- 
nished by the Project Offices will be re- 
turned. These will include distributions of 
scores, and lists of scores and percentiles of 
the individual students arranged according 
to the groups in which the papers are sent 
to the offices. Individual punched card re- 
ports will not be made for the scores of 
students on the Orientation Test in the fall 
program. 

Colleges desiring to score the Orienta- 
tion Tests locally may obtain scoring keys 
from the Project Offices. A limitation to 
local scoring is that the test results are not 
available for the central office records, un- 
less the colleges are willing to send them in. 
Even if they do cooperate in this way, the 
uniformity of the results of locally scored 
tests cannot readily be ascertained. How- 
ever, the main use of Orientation Tests ad- 
ministered in the fall is for classification 
and guidance in the local situation. The 
establishment of central test records for all 
students, particularly those in the first 
year of accounting, would be a somewhat 
wasteful procedure, since a considerable 
proportion of the students may be ex- 
pected to drop out or to transfer to other 
departments. It is, of course, highly de- 
sirable to collect the test records of all 
graduating seniors in the central file so 
that any individual may have his results 
sent to a prospective employer, but the 
larger proportion of these records result 
from spring testing, rather than testing in 
the fall semester. 

Colleges wishing to give achievement 


tests early in the school year to students 
who have had one or more years of ac- 
counting may obtain the Level I test by 
special arrangement. The results of a con- 
siderable number of students on Form B of 
both Level I and Level IT are needed for 
use in an item analysis of this form. Col- 
leges desiring to cooperate by administer- 
ing Form B of the Achievement Tests may 
obtain the test materials and scoring serv- 
ices free of charge. It should be under- 
stood, however, that no norms are at pres- 
ent available for this form. 

Regardless of the scoring plan used, all 
test booklets sent to a college must be re- 
turned to the Project Offices in order to in- 
sure that copies of the test do not fall into 
the hands of the students and thus vitiate 
the tests usefulness as a measurement de- 
vice. 


THE FUTURE OF THE PROJECT 


It is obvious from the foregoing discus- 
sion that the central process of the entire 
project undertaken by the Committee is 
objective testing. It seems self-evident 
that if the project is to continue to be po- 
tentially helpful to the accounting profes- 
sion much time and effort must be devoted 
in the future as in the past to test construc- 
tion and validation. The Committee has 
confidence in the quality of the tests made 
available by its test construction and re- 
search staff, but the specialists who have 
participated in the making of the tests 
would be the first to admit that these are 
not perfect measuring devices. They be- 
lieve that the experience that they have 
acquired in constructing the present forms 
will enable them to make better tests in 
the future. 

Even if the existing test forms were all 
that could be desired, test construction 
could not stop with these forms. When a 
test is used repeatedly, its content gradu- 
ally becomes familiar to the users and its 
value as a measuring instrument is less- 
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ened. New forms with fresh content are 
needed periodically. 

The first thing to be said about the 
future of the project, then, is that the pro- 
gram of test construction and research 
must be carried forward for an indefinite 
period. This is a matter of paramount im- 
portance in the whole program. 

A second comment is that it should be 
kept in mind that the project was origi- 
nally launched by means of subscriptions 
provided by public accounting firms in the 
hope that the program would eventually 
benefit them by helping to make available 
higher types of personnel for their staffs 
and by providing them with better selec- 
tive procedures at the point of employ- 
ment. The formulation and acceptance by 
the Committee of the concept that the se- 
lective process must begin in the colleges 
and at a fairly early stage in college study 
was an extremely important and salutary 
development. This concept has led to 
emphasis on testing in the colleges rather 
than in the firms; but we must not lose 
sight of the initial purpose which was 
primarily to improve the quality of public 
accounting personnel. Inevitably, in the 
view of those whose donations made the 
project possible, its success will be meas- 
ured by the degree to which it serves that 
purpose. 

A third observation on the future of the 
project is that the Committee may find it 
necessary to settle upon a service program 
considerably less ambitious than it en- 
visioned in the first flush of enthusiasm. 
The maximum commitment on a testing 
program for the profession would involve 
(1) a free annual test service for colleges; 
(2) a national network of regional centers 
where individuals not in college could for a 
moderate charge take the test battery and 
have the results sent to prospective em- 
ployers; (3) a considerable central office 
staff for scoring, record keeping, and re- 
porting of results; and (4) a continuing 


program of education in the meaning and 
use of the test results. It is conservatively 
estimated that the annual budget for such 
a service program would amount to more 
than $100,000. The Committee’s total re- 
sources since the project was undertaken 
have been less than that amount. 

The main problem in the project at this 
stage is a financial one, and it is a problem 
which must be met in the fairly near fu- 
ture. Unless some change in the financial 
picture takes place this fall, the resources 
of the project will be reduced by January 1, 
1948, to a modest sum for support of es- 
sential research. Very little, if anything, 
will be left to subsidize a service program 
in the colleges. The major share of the cost 
of whatever testing is done in the colleges 
will have to be paid for from some source 
outside the Committee. 

There are four possible ways of meeting 
this financial emergency. One is to enlist 
the interest and aid of a foundation in sup- 
port of the project. This source has been 
investigated but with little success. Plans 
are under way for a merger of testing 
agencies in the college field, and philan- 
thropic organizations are not in a mood to 
build up new testing agencies. 

A second possibility would be to try to 
tie the project into the proposed merger of 
testing organizations, if the merger de- 
velops. The merged organization, how- 
ever, would itself involve a financial ven- 
ture and would have to pay its own way. 
It is not likely that it would become en- 
thusiastic over the prospect of adopting 
a project which held out little hope of be- 
coming self-supporting. 

A third possibility is that, if there should 
develop a situation in which there was an 
employer’s market with a large number of 
well-trained individuals looking for em- 
ployment, a large enough test fee could be 
charged individuals taking the test battery 
for purposes of reports to employers to 
carry a considerable share of the cost. 
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Under those circumstances it would be of 
great advantage to competent young men 
to be able to demonstrate their competence 
by means of a battery of objective tests. It 
does not seem probable, however, that 
such employment conditions will exist in 
the near future. 

A fourth possibility of handling the 
financial aspect of the test-service program 
so far as it applies to the colleges is for each 
college desiring to use the tests to find a 
way of paying an increased share of the 
cost of the test materials and services. 


The Committee feels that the project 
has already made a noteworthy contribu- 
tion to accounting by demonstrating the 
possibilities of objective testing for the im- 
provement of individual evaluation in this 
field. Splendid cooperation has been given 
to the Committee’s work by both the col- 
leges and the firms. It is our hope that in 
this spirit of cooperation we may yet find 
a way to continue and broaden both the 
research and the service aspects of the pro- 
gram. 
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STATEMENT OF THE 
RESPONSIBILITIES OF THE INTERNAL 
AUDITOR’ 


Foreword 


The attached Statement of the Responsibili- 
ties of the Internal Auditor was prepared by the 
Research Committee and approved by the Board 
of Directors at its meeting of July 15, 1947. In 
taking this action the Board was desirous of lend- 
ing its full support and that of The Institute to the 
Statement. It was not intended, however, that the 
treatment of the various matters in the Statement 
was considered in any sense to be final or fixed. 
Rather it was recognized that the principles and 
concepts relating to internal auditing are evolving 
constantly. The approval therefore represented 
essentially an endorsement of what the Board 
believes to be a fair and considered statement of 
the responsibilities of the internal auditor at its 
present stage of development. The Statement is 
therefore subject to such further modification in 
the future as may appear to be warranted in the 
light of new conditions and needs and through 
further development in the professional stature of 
the internal auditor, 


NATURE OF INTERNAL AUDITING 


Internat Auditing is the independent ap- 
praisal activity within an organization 
for the review of the accounting, financial, 
and other operations as a basis for protec- 
tive and constructive service to manage- 
ment. It is a type of control which func- 
tions by measuring and evaluating the 
effectiveness of other types of control. It 
deals primarily with accounting and finan- 
cial matters but it may also properly deal 
with matters of an operating nature. 


1 In the September issue of The Internal Auditor, the 
quarterly publication of the Institute of Internal] Audi- 
tors, there was published a Statement of the Responsi- 
bilities of the Internal Auditor, together with a Fore- 
word expressing the approval of that statement by the 
Institute’s Board of Directors. In view of the fact that 
this is the first authoritative statement in the field of 
internal auditing it was believed that it would be of 
interest to the readers of the AccounTING REVIEW, 
The complete text of the Foreword and Statement is 
accordingly reproduced. 


OBJECTIVES AND RELATED ACTIVITIES 


The overall objective of internal audit- 
ing is to assist management in achieving 
the most efficient adminstration of the 
operations of the organization. This total 
objective has two major phases, as follows: 


(1) The protection of the interests of the 
organization, including the pointing out of exist- 
ing deficiencies to provide a basis for appropriate 
corrective action. 


The attainment of this objective in- 
volves such activities of the internal auditor 
as: 


(a) Ascertaining the degree of reliability of 
accounting and statistical data developed within 
the organization. 

(b) Ascertaining the extent to which company 
assets are properly accounted for and safeguarded 
from losses of all kinds. 

(c) Ascertaining the extent of compliance 
with established policies, plans, and procedures. 

(2) The furtherance of the interests of the 
organization, including the recommendation of 
changes for the improvement of the various 
phases of the operations. 


The attainment of this objective in- 
volves such activities of the internal auditor 
as: 

(a) Reviewing and appraising the policies and 
plans of the organization in the light of the related 
data and other evidence. 

(b) Reviewing and appraising the internal 
records and procedures of the organization in 
terms of their adequacy and effectiveness. 

(c) Reviewing and appraising performance 
under the policies, plans and procedures. 


SCOPE OF AUTHORITY AND 
RESPONSIBILITY 


Internal auditing is a staff or advisory 
function rather than a line or operating 
function. Therefore the internal auditor 
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does not exercise direct authority over 
other persons in the organization. 

The internal auditor should be free to 
review and appraise policies, plans and 
procedures but his review and appraisal 
does not in any way relieve other persons 
in the organization of the primary respon- 
sibilities assigned to them. 


INDEPENDENCE 


Independence is basic to the effective- 
ness of the internal auditing program. This 
independence has two major aspects, as 
follows: 


(1) The head of the internal auditing depart- 
ment should be made responsible to an officer 


of sufficient rank in the organization as will assure 
adequate consideration and action on the findings 
or recommendations. The organizational status 
of the internal auditor and the support accorded 
to him by management are major determinants 
of the range and value of the services which 
management will obtain from the internal audit- 
ing fanction. 

(2) Internal auditing should not include re- 
sponsibilities for procedures which are essentially 
a part of the regular operations of a complete and 
adequate accounting system or of a properly or- 
ganized operating department. In some instances 
management may assign current operating re- 
sponsibilities to the internal auditing department, 
but in such cases the execution of the current 
operating responsibilities should be performed by 
separate personnel and be subjected to the same 
review and appraisal as is accorded other opera- 
tions. 
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MUNICIPAL AIRPORT ACCOUNTING 


RoBERT M. Poo. 


UNICIPAL AIRPORTS ARE more and 
M more taking on the characteristics 

of business enterprises. They offer 
commodities to the aviation industry and 
the public in general in the form of goods, 
services, and space for which they make a 
charge. In providing these commodities 
they incur costs and expenses both of a 
current and long-term nature. As business 
ventures, municipal airports naturally 
strive to be self-supporting, a condition 
they can achieve only by meeting their 
costs and expenses from charges made for 
their commodities. 

This development places a new impor- 
tance on the accounting program of the 
municipal airport. To achieve a condition 
of self-support requires, among other 
things, a complete, accurate knowledge of 
the financial activities and condition of the 
airport. Only through the operation of a 
businesslike accounting program is it pos- 
sible to obtain this information. 

It is common knowledge among account- 
ants, city officials, and airport managers 
that municipal airport accounting in most 
instances today is not performed in such a 
manner as to produce the information 
needed by this rapidly expanding industry. 
Only in a few isolated examples is it possi- 
ble to obtain such financial information as 
is considered necessary for even the sim- 
plest of business enterprises. This is true 
because as a function of a municipality the 
airport is accounted for in the manner that 
conforms to the general procedures of 
municipal accounting. It is needless to 
point out to those conversant with the 
principles of municipal accounting that 
except in the case of accounting for utility 
funds and working capital funds many 
standard commercial practices are not em- 
ployed in fund accounting. 


The municipal airport, with few excep- 
tions, is classified as a function of the Gen- 
eral Fund. In this capacity its accounting 
has developed along lines required in gen- 
eral fund accounting, whose objective is to 
record what information is necessary for 
budgetary purposes. This type of account- 
ing is concerned primarily with the cash 
activities of the various functions of the 
General Fund in relation to their budget- 
ary requirements. Little attempt is made 
to account for these activities on the ac- 
crual basis, and the periodic statements 
produced in general give only the informa- 
tion needed for budgetary purposes. Cost- 
accounting procedures in respect to any 
one of the Fund’s functions are not em- 
ployed. 

Regarding the municipal airport as a 
business venture calls for a new approach 
to its accounting program. Once it has been 
recognized that current procedures of mu- 
nicipal accounting no longer fulfill the 
needs of the airport, steps should be taken 
to provide the legal means whereby com- 
mercial accounting practices can be in- 
corporated into the municipal airport’s 
accounting program. 

After legal provisions for these changes 
have been effected, several alternatives are 
open to the municipality. The alternatives 
are fundamentally alike in that each of 
them incorporates principles of standard 
commercial accounting wherever possible, 
and each furnishes financial information in 
the manner required to produce business- 
like statements. 

The simplest means of obtaining the de- 
sired results, one which will most effec- 
tively meet the limiting factors of cost and 
personnel of the small municipality, is to 
establish a set of subsidiary records for the 
airport. This set of records should be a self- 
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balancing accounting entity, consisting of 
a general ledger and whatever subsidiary 
ledgers the complexity of the airport war- 
rants. 

The airport ledger should be controlled 
by the usual budgetary accounts kept in 
the central books of the municipality. The 
airport ledger can serve as an itemized 
breakdown of the transactions recorded in 
these budgetary accounts inasmuch as it 
will be made up of a system of accounts 
especially designed for the airport. By 
using the central accounting books of the 
municipality as books of original entry, de- 
tailed postings to the airport ledger can be 
made from summary sheets of all transac- 
tions affecting the airport for a designated 
period. These sheets can be duplicates of 
posting references, of journal entries, of 
original evidences, or can take whatever 
form the municipality desires. It is es- 
sential, however, that every transaction 
affecting the airport be entered in the air- 
port ledger regardless of the manner in 
which notification is made. From time to 
time periodic adjustments similar to those 
made in commercial practice can be made 
to the airport ledger in memorandum form 
and financial statements prepared for the 
airport on the accrual basis. 

It is important to note here, as well as 
with respect to the other alternatives to be 
described, that no change is suggested in 
the forms the municipality uses in requi- 
sitioning, ordering, purchasing, voucher- 
ing, disbursing, billing, receiving, etc. The 
airport accounting programs herein de- 
scribed are designed to make use of al- 
ready existing forms and mechanics for 
performing these routine activities. It is 
recognized that the procedures in use are 
probably well adapted to the particular 
municipality’s needs, and their continued 
use is encouraged. It is advocated, how- 
ever, that, in the event necessary forms are 
hot now being used, they be adopted 
wherever necessary to expedite better con- 


trol over all activities affecting the ac- 
counting program, and that the informa- 
tion contained on these forms be made 
available to the airport bookkeeper as part 
of the routine of using them. 

A second alternative open to the mu- 
nicipality in handling its airport account- 
ing program is more expensive to maintain 
inasmuch as it requires more highly trained 
personnel. It involves a change in the ad- 
ministrative set-up of the airport as well 
as an accounting change. Briefly it con- 
sists of establishing the airport as a com- 
pletely separate fund both for administra- 
tive and accounting purposes. 

From an accounting standpoint this 
change incorporates the setting up of a 
complete accounting system for the airport 
which is operated separately from other 
funds. The only tie-in with the central 
books need be control accounts for budget- 
ary purposes and those accounts needed to 
record interfund transfers of money, goods 
or services. The airport accounting system 
should include the ledgers described above 
as well as the usual complement of journals 
and registers necessary to operate the air- 
port as a separate fund. The extent to 
which various kinds of transactions are 
handled independently by the airport fund 
will determine the number and kind of 
journals needed in its accounting system. 
If the airport fund is to handle all cash 
transactions for the airport it will be neces- 
sary to provide journals and forms for both 
the receiving and disbursing of cash. If 
such activities as billing, ordering, pur- 
chasing, etc. are to be handled by the air- 
port fund, journals for these activities will 
be necessary. The journals and registers 
need not vary greatly in form from those 
used in ordinary commercial practice. 
Their design can be adjusted to meet the 
peculiar characteristics of the airport as 
brought out later in the description of the 
chart of accounts. 

Regardless of the accounting methods 
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followed it is advisable that the airport 
take advantage of the city’s centralized 
purchasing procedures in order to benefit 
by quantity discounts. As was brought out 
earlier in this discussion, wherever possible 
forms and procedures already used by 
other funds of the municipality for per- 
forming routine activities should be used 
by the airport fund. The forms can be re- 
routed to enable the airport bookkeeper to 
secure whatever information they contain 
relative to the airport, which might serve 
as one means of securing data for posting 
to the airport ledger. 

A third alternative, which differs only 
slightly from the method described above 
from an accounting viewpoint, is to legally 
classify the airport as a municipally-owned 
public utility. This will enable the airport 
to operate entirely as a separate fund, and 
as a utility it will be expected to follow 
commercial-like practices in its accounting. 
Little discussion of this alternative is 
necessary inasmuch as the accounting pro- 
cedures described for the second alterna- 
tive can be adopted once the airport is 
legally declared a utility. Regardless of the 
alternative chosen by the municipality for 
its airport accounting program, standard 
commercial accounting practices are to be 
used in operating the system. 

Whichever of the three alternatives is 
followed, it must be borne in mind that the 
most important part of the airport ac- 
counting system is the chart of accounts 
set up for the general ledger. Reasons why 
this is true can best be brought out through 
a detailed discussion of the chart of ac- 
counts itself. 

If the airport records are merely sub- 
sidiary in form as described in the first 
alternative, the current assets will consist 
mostly of accounts receivable with ac- 
counts being set up for users of the airport 
and for amounts due from other municipal 
funds, either on the current year’s appro- 


priation or for the performance of reim- 
bursable services or sales. Inventory ac- 
counts of all items held for sale should be 
included. If the airport is being accounted 
for as a separate fund and is handling its 
own cash transactions, provision for cash 
items should be made in the current asset 
section of the ledger. 

The fixed asset section of the chart of ac- 
counts is somewhat different from that 
found in the usual business enterprise, be- 
cause of the unusual nature of the facilities 
peculiar to an airport. The account titles 
should provide for this condition. As in 
other businesses the fixed assets should be 
classified so as to distinguish between those 
which depreciate and those which do not 
and between those which do and do not 
require deferred maintenance. If cost ac- 
counting is to be used to determine the 
cost of maintaining and operating various 
areas and facilities of the airport for use in 
rate-making procedures, the fixed assets 
should be classified to reflect those units 
whose cost is to be determined. 

In the event any special funds are to be 
set aside for future airport purposes an ac- 
count for these should be included among 
the assets. In addition all deferred charges 
and prepaid expenses should be provided 
for in the chart. 

It isn’t necessary to remind city officials 
of the many ways in which municipalities 
acquire facilities or funds for facilities at 
their airports. The source of these facilities 
or funds can be any one of many Federal 
Government agencies, state or county 
governments, private individuals, or 
through various means from the owning 
municipality. The complicated picture of 
the source of funds for airport facilities re- 
quires accounts for each source in the chart 
of accounts to allow the airport to portray 
its capital structure completely. This will 
call for accounts for grants-in-aid of all 
kinds as well as for contributions for capi- 
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tal purposes from the owning municipality, 
which come about through special tax 
levies, bond issues or appropriations. 

The liability section of the chart of ac- 
counts follows standard practice fairly 
closely. Current liabilities will include the 
usual items, providing for all payables and 
accrued expenses. In addition unearned in- 
come should be provided for and a liability 
reserve for deferred maintenance included 
in the chart. 

The surplus section of the chart should 
be broken down into accounts for appro- 
priated and unappropriated surplus. Pro- 
vision should be made for all transfers to 
and from other funds of the city through 
the surplus account, whether these are in 
the form of cash, goods, or services. They 
represent contributions from other funds 
for current operations of the airport, which 
are offset by any transfers made by the 
airport to other funds. Contributions from 
the owning municipality for current opera- 
tions should be kept separate from those 
for capital purposes which were provided 
for in the capital section of the chart of ac- 
counts. 

The revenue section of the chart of ac- 
counts deserves particular attention. One 
of the factors of airport operation which 
differentiates it from other businesses is 
the fact that its revenue-producing activi- 
ties are almost limitless in number. Not 
only is there a large number of these ac- 
tivities going on at an airport simultane- 
ously, but the manner in which they are 
conducted varies from airport to airport. 
It is possible for a municipal airport to 
conduct every one of its activities on its 
own by providing sufficient personnel and 
facilities to handle them. At the other ex- 
treme a municipal airport may find it ex- 
pedient to lease the conducting of the 
various activities of the airport to one or 
more operators. In between these two ex- 
tremes are countless varieties of combina- 


tions used in handling the airport’s 
revenue-producing activities. The matter 
of handling the sale of aviation fuel and oil 
is an example of how this activity can be 
performed in a variety of ways. One air- 
port may find it to its advantage to handle 
the entire dispersing of fuel and oil through 
its own management. Another may desire 
to have them sold through one or more of 
the operators on the field by taking its re- 
turn in the form of a royalty per gallon or 
a percentage of sales. A third airport may 
make an advantageous arrangement with 
an oil company to take care of these sales 
on the airport and paying the airport a 
royalty or percentage in return. 

From this one example it is obvious that 
the matter of accounting for revenues is an 
important factor in accounting for the air- 
port as a whole. This means that account 
titles should be provided to include -all 
revenue-producing activities for the par- 
ticular airport. In addition cost of goods 
sold should be recorded in a manner to 
provide information for arriving at gross 
profit and loss figures from the sale of all 
goods. If cost-accounting methods are 
used, further allocation of these revenues 
and costs to their appropriate facility or 
area is necessary and will require greater 
detail in their classification. 

The expense section of the chart of ac- 
counts for airports does not deviate so 
greatly from that used in ordinary business 
practice. Ordinarily a distinction is made 
among airport authorities between the ac- 
tivities involved in maintaining and oper- 
ating the facilities of an airport, selling its 
goods, and administering it. The expense 
accounts can be classified to segregate 
these four activities. Classification by ob- 
ject can adhere to that used in budgetary 
accounting to facilitate the tie-in with the 
city’s central books. Again in the event 
cost accounting is employed, expenses 
should also be classified for proper alloca- 
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tion of direct costs to activities, facilities, 
or areas, depending on the cost unit de- 
sired. Indirect costs can be prorated to 
these units in any acceptable cost-account- 
ing manner. 

As has been stated frequently before, the 
airport is to be accounted for in a manner 
similar to a business enterprise, and be- 
cause of this depreciation becomes a factor 
which must be taken into consideration. 
From an accounting viewpoint it is essen- 
tial that the airport be provided with ac- 
counts for the recording of depreciation. 

From the foregoing chart of accounts, 
maintained according to commercial ac- 
counting practice, it will be possible to pre- 
pare statements for the airport comparable 


to those used by a business enterprise. 
These statements will reveal a picture of 
the airport’s financial activity and condi- 
tion and will provide a useful tool for the 
management and owning municipality. If 
cost-accounting procedures have been em- 
ployed, it will be possible to produce a de- 
partmentalized income and expense state- 
ment which will reveal the profit or loss 
from various activities, facilities, and areas 
of the airport. Such information can be 


used for rate-making and budgetary pur- . 


poses and for detecting those activities 
which are unprofitable to the airport. The 
result of having this financial information 
available will show up in the form of better 
airport management. 
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THE TEACHERS’ CLINIC 


S. Paut GARNER 


Eprror’s Nore: Several members of the Association have suggested that a section of THE Account- 
inc REview should be devoted to notes and short articles specifically on the subject of teaching 
accounting. Many of the experienced teachers, as well as some of the new ones, have developed devices 
and techniques for the presentation of certain of the knotty aspects of accounting, and it is felt that 
such suggestions might well be made available to the other members of the teaching profession through 
The Teachers Clinic. Accordingly, contributions are hereby invited. Please address all correspondence 
to S. Paul Garner, School of Commerce and Business Administration, University, Alabama. 


THE DIVIDED FORM OF BANK RECONCILIATION SCHEDULE 


Ra.pH L. Boyp 
University of Illinois 


Several forms of reconciliation schedule 
are in general usage. One begins with the 
balance per bank statement. Reconciling 
items are then added or subtracted until 
the final figure equals the balance per 
check stub. Another form begins with the 
balance per check stub and ends with the 
balance per bank statement. A third form 
shows the difference between the balance 
per bank statement and the balance per 
check stub. Then reconciling items are 
offset one against another until the differ- 
ence is fully accounted for. A fourth form 
shows all items related to the records of 
the bookkeeper for the business in one 
section and all items related to the records 
of the bookkeeper for the bank in another 
section. The reconciling items are added 
and deducted in their proper sections and 
the final balances are shown to be in agree- 
ment. This is the divided form of reconcili- 
ation schedule. 

In preparing some of the reconciliation 
forms, students occasionally resort to 
trial and error methods to secure an agree- 
ment. They then find it necessary to 
search their reconciling items to locate 
those which require journalization to 
adjust the bank account balance in their 
records. The divided form as illustrated 
below is prepared by direct methods and is 
readily understood by students of account- 


ing. Its structure may be outlined as 
follows: 


(Name of Business) 


Bank Reconciliation Schedule 
(Date) 
Per Business 
Balance per Check xX 
Add: 
Items which increase the balance of cash 
owned by the business..............-..- x 
Deduct: 
Items which decrease the balance of cash 
owned by the business.................. x 
Balance to appear on the balance sheet at this 
Per Bank 
Balance per bank statement................. xX 
Add: 
Items which will be added to the depositor’s 
account when recorded by the bank........ x 
Deduct: 
Items which will be deducted from the de- 
positor’s account when recorded by the 


Some of the desirable features of this 
form of reconciliation schedule are: (1) 
The balance per check stub and the bal- 
ance per bank statement may both imme- 
diately be entered on the form. (2) Reconcil- 
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ing items may be entered in their proper 
sections immediately upon discovery. (3) 
All items affecting the balance of business 
cash are directly added or subtracted in 
the section for the business. All items to be 
added or subtracted at the bank are 
directly entered in the section for the bank. 
(4) Additions and deductions are made in 
the same direction that they increase or 
decrease the balance of cash. (5) The final 
balance in the business section must agree 
with the corrected balance of cash in bank 
to appear on the balance sheet of that date. 
(6) All additions or deductions in the busi- 
ness section must be journalized. No 
other items require journalization. 

Application of reconciliation procedures 
and the use of the divided form of reconcil- 
iation schedule can both be well taught in 
problems which require the student to find 
all reconciling items and to enter them in 
the proper sections of the schedule as they 
are located. A type of problem. useful for 
this purpose is given below. 


Illustrated Problem 


From the following data, prepare a bank 
reconciliation schedule at November 30, 
1948. 

A. The reconcilation schedule at 10/31/48 
is: 


Per Business 


Check Stub Balance 10/31......... $1,670 
Add 
None 
Deduct 
None 
Adjusted Balance per Books............... $1,670 
Per Bank 
Bank Statement Balance 10/31............ $1,700 
Add 
30/31 Deposit in 200 
Deduct 
Checks outstanding (see list)............. 230 
Adjusted Balance per Bank................ $1,670 


B. List of checks outstanding 10/31/48 


5 
17 
148 


C. The bookkeeper’s records for November 
show: 


Deposits 
$ 100 
200 
500 
Checks Issued in November 

10 
302... 4 
310 
40 
Total $1,178 


D. The check stub at 11/30/48 shows a 
balance of $1,842 available for disburse- 
ment. 


E. The bank statement at 11/30/48: 


Charges Deposits Balance 
November items: 

$10, 5, 148, 30 $200 
4,9, 15 100 
11, 85, 17 200 
16, 28 150 
310, 3 400 
120 


F. Items returned by the bank with the 
statement in the following order were: 


Sol; 


Bala 

Add. 

© 
Dedt 
Se 

E 
Bala 

1 

Bala 
Add 
D 

Ded: 
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Canceled checks........ # 289 $ 10 
292 5 
299 148 
298 30 
302 4 
303 9 
300 15 
304 11 
305 85 
297 17 
310 16 
308 28 
307 310 
Memos: 


Nov. 30, debit memo $3, for service charge. 
Nov. 30, credit memo $120, for collection of a cus- 
tomer’s note receivable by the bank for the 


business. 
Solution: 
Reconciliation Schedule 
November 30, 1948 
Per Business 
Balance per check stub 11/30.............. $1,842 
Add: 
Customer’s note collected by the bank..... 120 
Deduct: 
Errorin entering check # 305......... 2 5 
Balance to appear on the balance sheet at 
Per Bank 
per hank 19/90. $2,179 
Add: 
Depot in transit. 10/30... 500 
Deduct: 

Checks outstanding, per list 11/30........ 722 
$1,957 
List of Checks Outstanding 11/30/48 
# 284 $ 20 

301 10 
306 102 


309 40 
311 100 
312 450 
$722 
Explanation: 


The reconciliation schedule was prepared in 
the following steps: 


(1) Enter the balance per check stub and the 
balance per bank statement on their proper 
sides of the reconciliation form. 

(2) Compare deposits per bank with the deposits 
shown in the bookkeeper’s record for No- 
vember and shown as in transit on the recon- 
ciliation form at October 31. The $500 de- 
posit in transit at November 30 was located 
and entered as addition at the bank. 

(3) Compare the items returned by the bank 
with the charges shown on the bank’s state- 
ment. All items returned were found to be 
correctly charged. The two bank memos were 
noted. The $120 collected for the business by 
the bank was entered in the addition section 
for the business by the bank was entered in 
the addition section for the business. The $3 
service charge was entered as a deduction for 
the business. 

(4) Sort the canceled checks returned into their 
numerical order and compare with the list of 
checks outstanding at October 31 and with 
the record of checks drawn by the business 
during November. The $2 error of the book- 
keeper in recording check $305 as $83 instead 
of $85 was noted and entered as a deduction 
for the business. The list of outstanding 
checks was prepared and the total of $722 
entered in the section for deduction at the 
bank. 


If desired, students may be erquested to 
journalize the items added and deducted 


in the business section of the reconciliation 
schedule. 


SOME NOTES ON THE TEACHING OF A COURSE IN 
ESTATE AND TRUST ACCOUNTING 


EMANUEL SAXE 
The City College of New York 


The field of fiduciary accounting em- 
braces, among others, the accounting 
problems arising in decedents’ estates and 
testamentary and inter vivos (living) 


trusts. It also includes such analogous 
situations as the estates of minors and 
incompetents. 

Like any other unique variety of ac- 
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counting, such as brokerage accounting 
and bank accounting, the author has 
found it best presented to students as a 
specialized form of accounting system. 
This involves, of course, a careful prelim- 
inary explanation of the fiduciary’s “busi- 
ness” whose transactions are sought to be 
recorded and reported; a thorough presen- 
tation of the unique problems indigenous to 
this field, which grow out of the fact that it 
is completely regulated by the courts; and, 
the development of the specialized ac- 
counting theory and practice which will 
properly reflect the concept of fiduciary 
accountability and present the required 
information in proper form to those en- 
titled thereto. 

Fiduciary accounting should, if possible, 
be taught as a terminal course, and the 
best results will be obtained if the courses 
in accounting practice and theory (two 
years), accounting systems, and auditing 
are required as prerequisites. The author’s 
experience with such a course over a period 
of many years has led to the conclusion 
that the key to success lies in the slow, 
careful, and thorough development of an 
understanding on the part of the student 
of the acts performed by the fiduciary in 
the discharge of his duties, which are ulti- 
mately required to be reported by him in 
his account. The translation of this knowl- 
edge, once acquired, into the language of 
accounting rarely produces any real diffi- 
culty for the student. 

To accomplish this result the student 
must first be introduced to the concept of 
ownership of property, and the various 
methods whereby the title to property may 
be acquired or transferred, such as by pur- 
chase, gift, or inheritance. A quick review 
of the historical aspects of the law of suc- 
cession to property will also be quite helpful 
in this connection. 

Brief consideration should be given to 
the subjects of testate and intestate suc- 


cession, with greater emphasis on the 
latter for the reason that the fiduciary 
accountant is often called upon to assist in 
the division of an intestate estate. 

Then the instructor must develop the 
student’s understanding of the fiduciary’s 
status in these situations; namely, that he 
is the person whom the court has empow- 
ered to conduct, under its aegis, the 
impartial administration of the affairs of 
the person whose interests it is seeking to 
protect (the decedent or the settler, the 
infant, or the incompetent), and that the 
fiduciary is strictly accountable to and can 
be discharged only by this court. It is of 
primary importance at this stage to incul- 
cate in the student the idea that fiduciary 
accounting is, of necessity, completely 
regulated by the courts (to which all 
reports are rendered and in which all 
accounting proceedings are heard and 
determined) and that its development is 
bound up hand-in-hand with the elasticity 
(or lack of it) of the thinking and practice 
in these courts. 

From this it follows that the form and 
manner of presentation of the contents of 
the fiduciary’s account must conform 
strictly to the prescribed requirements of 
the law as well as the specific rules of the 
forum. And what is even more important, 
changes therein—no matter how badly 
needed—can come about only as a result 
of changes in the statute or the rules of the 
court. When one realizes how powerful the 
effect of established rule and custom is in 
the realm of the law, one perceives how 
important it is for the student to compre- 
hend it at the outset. 

The basic statement in fiduciary ac- 
counting is the fiduciary’s account, which 
is a detailed, chronological report of all of 
his acts and proceedings while acting as 
such fiduciary, rendered by him in the 
prescribed form to the court which appoint- 
ed him, as well as to all those interested in 
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the outcome of his administration of the 
estate. The student should be made to 
realize that this statement reflects, in 
accounting language, the respective steps 
which have taken place in the fiduciary’s 
administration of any particular estate. 
The student should be prepared for this 
by all of the preliminary class work dealing 
with the steps involved in estate or trust 
administration, viz.: 


(1) Inventory and assumption of accountability. 

(2) Liquidation (with any accompanying in- 
crease or decrease of accountability) ; reinvest- 
ment of proceeds, where appropriate. 

(3) Decrease of accountability arising out of the 
ascertainment and payment of administration 
expenses, funeral expenses (estates only), and 
debts of the decedent (estates only), all in the 
strict order of statutory priority, where appli- 
cable. 

(4) Decrease of accountability arising out of the 
ascertainment and payment of the legacies, 
gifts, and/or distributive shares (estates only), 
all in the strict order of statutory priority, 
where applicable. 

(5) Accounting, settlement, and discharge of the 
fiduciary. 


The principles of the allocation of re- 
ceipts and disbursements between princi- 
pal (corpus) and income in trusts, or 
estates involving trusts, should next be 
presented to the student as rules laid down 
by the courts or the legislature for the 
guidance of the fiduciary, to permit the 
carrying out of the terms of a gift in trust 
in situations presumably not contemplated 
by the decedent or the settler and, there- 
fore, not specifically covered by the terms 
of the instrument creating the trust. In 
these cases the absence of a specific state- 
ment of intent in the governing instrument 
is supplemented by the application of the 
rules of imputed intent, as previously 
worked out by the courts and/or the 
legislature in similar situations. 

The writer has found it very helpful to 
the student to utilize the following list of 


major groupings, into which practically all 
of the items of receipt will fall: 


(1) Those receipts which are allocated on a time 
basis, because they accrue (e.g., bond interest). 

(2) Those receipts which, because they spring into 
being all at once, are either all principal or all 
income (e.g., ordinary cash dividend). 

(3) Those receipts which might be allocated to 
income under (2), above, but which if so allo- 
cated would, by reason of their size or nature, 
cause an improper impairment of principal 
(e.g., extraordinary cash dividend; also, receipts 
from wasting asset). 

(4) Those receipts which, by reason of equitable 
considerations inherent in the situation, may 
require apportionment (e.g., proceeds from the 
sale of unproductive property—in a proper 
case). 

(5) Those receipts the treatment of which is 
dictated by the terms of a statute (e.g., stock 
dividend, in New York). 


After the student has been introduced to 
the matters indicated above, he is ready 
for the presentation of the specific account- 
ing aspects of the field, viz., the chart of 
accounts for fiduciaries, the books of 
account and auxiliary records appropriate 
to their work, and the statements generally 
required to be prepared and presented by 
them (the Account of Proceedings, the 
Supplemental Account, and the Decree or 
Judgment on Accounting). It should be 
pointed out that the solution of problems 
is ordinarily required of the student when- 
ever appropriate to the subject under 
discussion. In addition, the use of a short 
practice set as a means of review would 
also be very desirable at the end of the 
entire course. 

In preparation for the study of the 
Decree or Judgment on Accounting, the 
student should receive instruction with 
respect to two phases of administration 
pertinent thereto: (1) consideration of the 
accounting problems arising at the time of 
the distribution of the estate or trust (such 
as the adjustment of advances to residuary 
beneficiaries) ; problems arising out of the 
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distribution of the estate or fund in kind; 
the apportionment of estate taxes (estates, 
only); problems arising out of a statutory 
election by a surviving spouse (estates, 
only); and (2) the basis for the method of 
computing the compensation of the fidu- 
ciary, i.e., his commissions. All of these 
items, if present, must be reflected in the 
Decree or Judgment. 

Up to this point the instruction given 
the student has been from the viewpoint of 
an accountant who represents the fiduciary. 
It frequently happens that fiduciary ac- 
countants are retained to represent inter- 


ests antagonistic to those of the fiduciary 
as, for example, in the case of unpaid cred- 
itors or legatees. It is therefore necesary 
for the practitioner to know how to audit a 
fiduciary’s account critically, and the 
student should also receive instruction in 
the principles of auditing with particular 
reference to the fiduciary situation. The 
previously taken course work in auditing 
should provide an adequate foundation 
for this phase of the work. 

All phases of the taxation of estates 
and trusts are covered in a separate 
course. 


II. Basic Premises 


have a copy of this Monograph. 


Koop Currant On 
Consolidated Statements 
Your library is not complete without a copy of 


THE ENTITY THEORY OF 
CONSOLIDATED STATEMENTS 


By Maurice Moonitz, Stanford University 


This publication is Monograph Number 4 in the series sponsored by the 
American Accounting Association. The table of contents is as follows: 


I. Institutional Background of Consolidated Statements 


III. The Area of Consolidation 

IV. Elimination of Intercompany Transactions 
V. Intercompany Investments and Other Assets 
VI. Outside Interests; Consolidated Surplus 

VII. Summary and Conclusions 


THE ENTITY THEORY OF CONSOLIDATED STATEMENTS is 
a well-reasoned challenge to accepted theories in current practice. You must 
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Student Price in lots of 12 or more copies—$.50 each. 
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PROFESSIONAL EXAMINATIONS 


A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


pared by the Board of Examiners of 

the American Institute of Account- 
ants and were presented as the first half of 
the November, 1947 C.P.A. Examination 
in accounting practice. Candidates were 
required to solve problem 1 and either 
problem 2 or problem 3. The time allowed 
was four and a half hours. A suggested 
time schedule is given below: 


Te FOLLOWING problems were pre- 


Proklem 1—100 minutes 
Problem 2— 45 minutes 
Problem 3— 90 minutes 


No. 1 


Arnold, Bates and Cass, a co-partner- 
ship, after many years of successful opera- 
tion as wholesalers, encountered a period 
of losses, as a result of which the partners 
agreed to dissolve the partnership and 
liquidate the business. 

Giving consideration to the information 
below, prepare 


(a) a statement to show the amount of 
cash available for distribution to the 
partners at September 30, 1947, after 
reserving the full amount estimated to 
be required to complete the liquida- 
tion; 

(b) a statement to show how the cash 
available at September 30, 1947, 
should be distributed to the partners; 

(c) a balance-sheet of the partnership, 
after giving effect to such distribution. 
(Disregard any adjustments of pre- 
paid or accrued items, except as indi- 
cated.) 


At June 30, 1947, the firm’s balance-sheet 


showed assets, liabilities and net worth as 
follows: 


Assets 
Accounts receivable........... 

Less reserve for bad debts... . 
Notes receivable.............. 
Accrued interest on notes re- 


Merchandise, at cost.......... 
Prepaid expenses............. 
Cash surrender value of life in- 


Building site, at cost.......... 
Less reserve for depreciation. 


Furniture and equipment, at 


Liabilities 
Notes payable to bank........ 
Accounts payable............. 
Accrued liabilities............ 


Total 
Partners’ loans: 


Total liabilities and net worth. 


$ 52,000 
$106 ,000 
4,600 101,400 
5,600 
100 
163,000 
2,000 
12,000 
5,000 
80,000 
26,000 54,000 
37,000 
5:000 22,000 
50,000 
$467,100 
$ 30,000 
47,000 
5,500 
25,000 
$107,500 
$ 30,000 
30,000 60,000 
$299 , 600 
$467,100 


The net worth of $299,600 consisted of 


the following amounts: 


Arnold,—Capital, balance 1/1/47 
Arnold,—Drawing, net debits, 
six months ended 6/30/47..... 
Bates,—Capital, balance 1/1/47. 
Bates,—Drawing, net debits, six 
months ended 6/30/47....... 
Cass,—Capital, balance 1/1/47. . 
Cass,—Drawing, net debits, six 
months ended 6/30/47........ 
Profit and Loss,—net loss for six 
months ended 6/30/47, before 
allocation of partners’ salaries, 
interest on investment, etc... . 


Debits Credits 
$217,000 

$12,380 
131,000 

2,300 
22,300 

5,239 


50,781 


a 
Less reserve for depreciation. 
} 5% mortgage on building and ‘ 
land 
| 
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The partnership agreement provided 
that annual salaries be credited to the 
partners as follows: 


In addition, interest at the annual rate of 
six percent was to be credited to each 
partner on the basis of his capital account 
balance at the beginning of the year. After 
complying with the foregoing provisions 
for partners’ salaries and interest on part- 
nership capital, the resultant profit or loss 
was to be distributed equally among the 
partners. 

The firm discontinued operations on 
June 30, 1947. No credit to partners’ ac- 
counts for interest on their investments 
nor for salaries were to be applied after this 
date. It was agreed, however, that Cass 
should dispose of the assets as rapidly as 
possible and be paid the sum of $10,000 
from the proceeds for his services as li- 
quidator. 

On September 30, 1947, Cass reported 
collections as follows: 


96 ,000 
$176,550 


The cost of the merchandise sold was 
$108,000. Expenses of liquidation, includ- 
ing $5,000 of the compensation to be al- 
lowed Cass, amounted to $28,000. Arnold 
and Bates agreed to assume the responsi- 
bility for carrying the life insurance policies 
on their respective lives. Beneficiaries were 
consequently changed and the cash sur- 
render values charged against the partners 
as follows: 


The cash surrender value of $1,000 on 
the policy on Cass’ life was realized in cash. 
Arnold’s offer to purchase the building 
and site for $50,000 and to assume the 


mortgage of $25,000 and accrued interest 
thereon in the amount of $500, was ac- 
cepted by the other partners. 

Cass also reported that by September 
30, 1947, he had paid all accounts payable 
and accrued liabilities and had settled the 
firm’s obligation to the bank for $29,850, 
an allowance having been made for the 
unused portion of the discount, included 
in prepaid expenses. It is estimated that in 
addition to the $5,000 yet to be paid to 
Cass for his services in liquidating the 
business $5,000 will be required for other 
expenses of liquidation. 


No.2 


From the information below, prepare 
the following statements, supported by 
whatever explanatory schedules you con- 
sider necessary: 


(a) statement to show at what list price 
and at what net price per pound Yip 
should be sold; 

(b) statement to show at what list price 
and at what net price per gallon Zip 
should be sold; 

(c) condensed income statement to show, 
separately and combined, the results 
of operations in Yip and Zip on the 
assumption that the entire quantity of 
each product manufactured will be 
sold at the respective prices indicated 
in the statements prepared in (a) and 
(b), above, and that selling, adminis- 
trative and general expenses are to be 
included at the same estimate as is 
allowed in setting such prices. 


Chemco, Inc. has perfected a process for 
producing from the three raw materials, 
A, B and C, two chemical compounds, Yip 
and Zip. 

The raw materials are required in the 
following proportions by weight: 


10 parts 
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The following diagram illustrates the 
manufacturing process: 
Raw Materials 
A,B&C 


Mixing and Blending 


[ a 
Yip Pre-Zip 
Drying ‘ak Packaging Electrolysis 
Filtering into Drums 


One hundred thousand (100,000) pounds 
of raw material will be processed. The unit 
costs of the three raw materials are as 
follows: 


$ 2.00 per pound 
4.00 per gallon 


Other costs of production are estimated to 
be: 


Mixing, blending and cooking............. $16,090 
Additional costs applicable to Yip: 

Drying and packaging................. 4,660 
Additional costs applicable to Zip: 

Electrolysis and filtering to drums....... 6,920 


The cooking process reduces the weight 
of the combined raw materials by 40 per- 
cent. 

Out of 100,000 pounds of original raw 
materials, 20,000 pounds of pre-Zip are 
obtained. Of the pre-Zip electrolyzed 25% 
becomes a non-marketable precipitate, the 
remainder, a liquid, being filtered into 50 
gallon drums without further attention. 

The cost of drums, which are returnable 
and for which customers are to be charged 
specifically, is not to be included in either 
the cost or the price of Zip. 

Each product is to be sold on the basis 
of a list price, less 35% and 10%. Of the 
net selling price of each product, 25% is to 
be allowed for selling, administrative and 
general expenses, (including provision for 
income tax), and 20% for net profit after 
provision for all costs and expenses. 

The company has never marketed either 
of the products, but has demonstrated the 
existence of markets for both if they can 


be manufactured to sell at suitable prices. 
Its experience in producing both these and 
other chemicals leads it to believe that the 
above estimates of cost relative to the 
processing of 100,000 pounds of the three 
raw materials combined are reliable as 
basis for setting a price for each of the 
products to be manufactured therefrom. 
Norte: One gallon of Zip weighs 7.5 
pounds. 
One gallon of Raw Material C 
weighs 8 pounds. 


No. 3 


From the data below, which show the 
ledger balances of the Water Department 
of the Town of G, at October 1, 1946, and 
reflect the department’s subsequent opera- 
tions during the year ended September 30, 
1947, prepare a columnar work sheet from 
which balance sheets of the Water Depart- 
ment’s Operating Fund, Sinking Fund and 
Capital Fund as of September 30, 1947, 
and a Statement of Operations for the year 
then ended can be readily drawn. 


Balance on October 1: 


207 ,843 
Accounts receivable................ 327 ,926 
136,052 
Sinking fund investments........... 962 , 500 
17,212, "167 
Accounts payable.................. 33, 
Accrued interest payable........... 87 ,676 
Accrued liabilities................. 2,122 
Reserve for depreciation of plant and 

Reserve for retirement of bonds...... 41,333 
Reserve for service connection re- 

Operating surplus................-. 465,775 
Sinking fund reserve............... 1,170,343 

Summary of the transactions for the year: 
(1) Sales of water billed........... 832,952 


(2) Other revenue billed........... 90,951 
(3) — of accounts receiv- 


(4) Other income billed through ac- 
counts receivable........... 35,234 
(5) Accounts receivable of prior years 
(6) Invoices for stores............ 63,172 
(7) Invoices for the following ex- 
penses were approved: 
Administration expense. 139,303 
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Production expense........ 41,976 293 , 261 (b) 
Distribution expense....... 176,099 (17) = ear for bond retirement 
(8) Invoices for supplies........... 1,046 _ =e 79,250 
(9) Income of prior years received (18) taguaminan from operations to Balan 
not previously recorded...... 5,642 the sinking fund............ 90,000 - 
(10) Investments purchased for the (19) Warrants were issued to pay ; 
(11) Stores used during the year... . 61,299 (20) Warrants were issued for all ac- Dist 
(17); 6,474 crued liabilities except interest 
(13) Outstanding bonds became due (21) Sinking fund investments sold. . . 324,200 Cash 
and were paid amounting to.. 79 ,000 (22) Interest received from sinking “1 
(14) Warrants were issued for the fund investments........... 63,751 
payment of interest......... 295,190 (23) — plant and proper- 
ditions to plant and property (24) The reserve for service connec- 
145 , 269 tion replacement was increased Acce 
(16) Interest expense for the year Ni, Senndabanidtasansneccn 10,491 Note 
Accr 
Mer 
Prep 
Furr 
Solution to Problem 1 
Arnold, Bates and Cass Esti 
Statement of Partners’ Capital and Loan Accounts 
January 1, 1947 to September 30, 1947 
Arnold Arnold Bates Bates Cass 
Loan Capital Loan Capital Capital () 
$204 ,620 $128,700 $17,061 
Interest on capital—six months. .................0s008. 6,510 3,930 669 Cast 
$213,630 $138,630 $30,230 
Net loss, after salaries and interest..................... 27 ,630 27,630 27,630 Not 
Surrender value of insurance. $ 6,000 $ 5,000 
Loss on realization (see schedule)...................000. 33,000 33,000 33,000 
63,500 38,000 33,000 
Balances, September 30, 1947 before cash distribution. ..... $30,000 $122,500 $30,000 $ 73,000 * 30,400 
Capital balances, September 30, 1947. — $72,900 — $72,900 $30,400 
* Deficit. 
+ 
Schedule of Loss on Realisation 1,000.00 
Loss on sale of merchandise............ $ 12,000.00 —_——— ol 
Loss on sale of building site........... 9,000.00 $229,550.00 
Write-off of goodwill.............0+6- 50,000.00 Expenses of Liquidation.. $28,000.00 
Liquidation 28,000.06 of accounts pay- 
47,000.00 Ray 
Total loss on realization 9/30/47...... $ 99,000.00 Payment of accrued liabili- 
5,000.00 
29,850.00 109,850.00 
(a) Statement of Cash Available Cash balance, September 30, 1947... $119,700.00 
Distrib: Par 
Seplember 30, 1947 Oth 
Cash available for distribution to part- 
Collection of cash surrender value of in- —— 
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(b) Statement Showing How Cash Available 
Is Distributed 
Arnold Arnold Bates Bates Cass Total 


be Loan Capital Loan Capital Capital 
Balances, September 30, 1947 before cash distribution.. $30,000.00 $122,500.00 $30,000.00 $73,000.00 *$30,400.00 $225,100.00 
Distribution of greatest possible loss after September 


30, 1947 (See 38,466.67 38,466.67 38,466.66 115,400.60 
$30,000.00 $ 84,033.33 $30,000.00 $34,533.33 °$68,866.66 $109,700.00 

Distribution of Cass deficit to Arnold and Bates..... 34,433.33 34,433.33 68,866.66 
Cash distribution to partners.............0eeeeeeees $30,000.00 $ 49,600.00 $30,000.00 $ 100.00 - $109,700.00 


* Deficit. 


Schedule of Greatest Possible Loss after 
September 30, 1947 


$105 ,400.00 
$115,400.00 
(c) Arnold, Bates and Cass 
Balance Sheet 
September 30, 1947 
Assets 
Capital 
$115,400.00 
* Deficit. 
Solution to Problem 2 
Mixing, Blending and Cooking 
100 ,000 Ibs. $71,250.00 


Total cost of 60,000 Ibs. mixed, blended and cooked..............000-.ccecececeeeeeceeeeees $87 ,340.00 
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Yip 
Cost of mixed, blended and cooked materials (40,000 Ibs.). $58 , 226.67 
Zip 

Cost of mixed, blended and cooked materials (20,000 $29 , 113.33 
Cost of 15,000 Ibs. of Zip (20,000 less $36,033.33 
The costs computed above are 55% of the net selling prices. 

Vip, net sales price per Ib. ($114,339.00 $ 2.86 

(c) Chemco, Inc. 

Statement of Profit and Loss 
Period 
Yip Zip Total 

Costs of goods 62,886.67 36,033.33 98 ,920.00 
Selling, administrative and general expemses............. 28,584.75 16,378.75 44 ,963.50 


Solution to Problem 3 
TOWN OF G WATER DEPARTMENT—OPERATING FUND, OCTOBER 1, 1946 TO SEPTEMBER 30, 1947 


Trial Balance Transactions for Expense Income September 40, 1947 
Operating fund October 1, 1946 the year Assets Liabili- 
Dr. Cr. Dr. Cr. ties 
(3) $880,954 (14) $295,190 $106 ,069 
(9) 5,642 (15) 145.269 
(18) 90, 
(19) 401,624 
(20) 2,122 
Accounts receivable................. 327 ,926 (1) 832,952 {3} 880,954 393,269 
(2) 90,951 5) 12,840 
35,234 
Stores inventory 136,052 6) 63,172 (11) 61,299 137,925 
20,737 (8) 1,046 (12) 6,474 15,309 
Accounts payable................0+- $ 33,996 (19) 401,624 (6) 63,172 53,968 
(7) 357,378 
(8) 1,046 
Accrued interest payable 87,676 (14) 295,190 (16) 293,261 85,474 
Accrued liabilities. 2,122 (20) 2,122 
Reserve for aes correction repl..... 7,491 (24) 3,000 10,491 
Reserve for retirement of bonds...... 41,333 (13) 79,000 (17) 79,250 41,583 
Operating surplus.................. 465,775 (15) 145,269 t33) 79,000 252,110 
(17) 79,250 (23) 24,854 
90, 
24) 3,000 
$638,393 $638,393 
(4) 35, 234 35,234 
Bad debts—prior years.............. (S$) 12,840 $ 12,840 
Administration expemses.............. 139° 145,777 
Production expemse.................. 103,275 
Distribution expense................ (7) 176,099 176,099 
Miscellaneous income—prior years... (9) 5,642 5,642 
f36) 293,261 293,261 
23) 24,854 24,854 
$756,106 $964,779 


$964,779 $964,779 $652,572 $652,572 


Inter 


Sinki 
Cash 
Inves 
Sinki 
Capi 
Plant 
Bond 
Rese 
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TOWN OF 


Ouaber 1, 1946 Seplember 90, 1947 
1 to Se, 1 
Trial Balance 
a 1, 1946 for the Year September 30, 1947 
Dr. Cr. Cr. Assets ‘Liabilities 
Sinking fund (22) $ 63,751.00 
(21) 324;200.00 13)$ 
$ 207,843.00 90,000.00} (10) 570,000 $ 36,794.00 
962,500.00 ) 570, "000.00 (21) 324,200. 1,208 , 300.00 
Sinking fund reserve........ 1,170,343.00 (13) 79; 000.00 (18) 90; 000.00 $1,181 ,343.00 
$1,170,343.00 $1,170,343.00 
Interest on investments... . . (22) 63,751.00 63,751.00 
$1,245,094.00 $1,245,094.00 
TOWN OF G 
Water Department—Capital Fund 
October 1, 1946 to September 30, 1947 
Trial Balance 
October 1, 1946 Transactions for the year September 30, 1947 
Dr. Cr. Dr. Cr. Assets Liabilities 
Capital fund 
Plant and property..... $17,212,767.00 (15) $145,269.00 $17,358 ,036.00 
Bonds payable......... $ 6,747,000.00 (13) 79,000.00 $ 6,668 ,000.00 
Reserve for depreciation. 96,130.00 (23) $ 24,854.00 120,984.00 
Capital surplus......... 10, 369,637.00 (23) 24,854.00 (13) 79, ,000. 10, 569, 052.00 
(15) 145,269.00 
$17,212,767.00 $17,212,767.00 $17,358,036.00 $17,358,036.00 
In the AMERICAN ACCOUNTING ASSOCIATION can be obtained by 
students 


FOR ONE DOLLAR PER YEAR 


Such membership includes a subscription to the ACCOUNTING RE- 
VIEW, which is mailed directly to the student. 
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ASSOCIATION NOTES 


FRANK P. SMITH 


CANADA 
University of British Columbia: 
J. M. Movynes, formerly of the University of 
Saskatchewan, has joined the staff. 


University of Saskatchewan: 


H. Prnper has been appointed instructor of 
accounting. 


ALABAMA 
University of Alabama: 


A. J. Penz, formerly of Louisiana State Uni- 
versity, has joined the staff. 


CALIFORNIA 
University of California at Los Angeles: 

A. B. Carson, formerly of the University of 
Utah, has been appointed assistant professor of 
accounting. 

WILBERT E. KARRENBROCK has been appointed 
Acting Dean of the College of Business Adminis- 
tration and is serving as President of the Los 
Angeles Chapter of the National Association of 
Cost Accountants. 

Rosert H. Lusk has been appointed lecturer 
in accounting. 

Howarp S. Note has retired as Dean of the 
College of Business Administration and has been 
awarded as honorary L.L.D. degree. 

LEon C. STEREs has been appointed lecturer in 
accounting. 


University of Southern California: 
C. THomas DEvInE, formerly of the Wharton 
School of Commerce and Finance, ELTon B. HALE 


formerly of the University of Texas, and CHARLES 
L. WEBBER (lecturer) have joined the staff. 


IDAHO 
College of Idaho: 
LE Mar BOLLINGER is now teaching the ac- 
counting courses. H. H. HayMAN has retired. 
INDIANA 
Purdue University: 
Witi1aM F. VENDLEY has been promoted to the 


rank of assistant professor and is serving as 
supervisor of accounting instruction. 


Indiana University: 
ROBERT E. WALDEN served on the faculty of 


the University of California at Los Angeles 
during the 1947 summer session. 


ILLINOIS 
Northwestern University: 


Francis Boyp and Niemi have been 
appointed instructors in accounting. 

GEORGE W. Co has been promoted to the 
rank of associate professor of accounting. 

Davip HIMMELBLAU has completed a period of 
twenty-five years as Chairman of the Accounting 
Department. 

Niemi and RicHarp L. SMITH passed 
the CPA examination of May, 1947. 

University of Illinois: 

DanrIEL C. BortH, formerly of Washington 
State College, University of Chicago and Louisi- 
ana State University, has been appointed profes- 
sor of accounting. 

E. J. FrvBey has retired as Professor Emeritus. 


KANSAS 
University of Kansas: 

NIEtson, formerly of the University 
of Minnesota, has been appointed instructor of 
accounting. 

Howarp STETTLER, formerly of the University 
of Illinois, has been appointed assistant professor 
of accounting. 


LOUISIANA 


Louisiana Polytechnic Institute: 
GLENN HopnceE has been promoted to the rank 
of associate professor of business administration. 
Rosert E. formerly of the Uni- 
versity of Texas, has been appointed assistant 
professor of accounting. 


Louisiana State University: 


D. W. Smirn has been appointed instructor of 
accounting. 


MICHIGAN 


Michigan State College: 


Bruce Furuey, formerly of the University of 
Alabama, has been appointed associate professor. 

Epwarp A. GEE recently presented a paper on 
the subject of “Heritage of the Accountant” 
before a number of accounting groups in Michi- 
gan, 

Rosert Hartwic served as lecturer in account- 
ing during the 1947 summer session. 

Paut S. Mitts has been promoted to the rank 
of assistant professor of accounting. 

Joun W. RuswincKEL has been promoted to 
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the rank of associate professor of accounting. 

M. Witutams, formerly of Miami 
University, hasbeen appointed assistant pro- 
fessor. 
University of Michigan: 

Rosert L. Drxon has been elected a director 
of NACA Detroit Chapter. 

James G. Rowsury has been appointed in- 
structor of accounting. 

H. F. Taccart has been elected a national 
director of NACA. 


OHIO 
Bowling Green State University: 
L. J. BENNINGER has been given a year’s leave 
of absence. 
Witi1am S. Knicut has been added to the 
stafi. 


NEw YORK 
Brooklyn College: 
MELVIN N. GELBER has joined the staff. 


Hunter College: 


Mary Murpuy has been given a sabbatical 
leave and is engaged in preparing a study of the 
development of accounting in the United States. 


New York University. 


B. BERNARD GREIDINGER served as a member 
of the faculty of the University of California at 
Los Angeles during the 1947 summer session. 


MASSACHUSETTS 


Northeastern University: 

Paut W. GLENNON has been named Acting 
Head of the Department of Law and Accounting. 

JoserH M. GOLEMME and SAVERIO CERULLO 
have been promoted to assistant professorships 
of accounting. 

RoBert J. WEAFER, formerly with Stewart, 
Watts, and Bollong, has been appointed instruc- 
tor of accounting. 


SouTH DAKOTA 


Yankton College: 

The College has expanded its course offerings in 
accounting and has established business admin- 
istration as one of the major fields of specializa- 
tion. 

UTAH 
University of Utah: 

A. B. Carson served on the faculty of the 
University of California at Los Angeles during the 
1947 summer session. 

CiypE RANDALL has been appointed associate 
professor of accounting and named Head of the 
Accounting Department. 


WASHINGTON 


State College of Washington: 

THEODORE R. SALpIN, formerly with Arthur 
Andersen & Co., in Los Angeles, has been ap- 
pointed instructor of accounting. 
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ASSOCIATION REPORTS 


REPORT ON THE STATE OF 
THE ASSOCIATION 


HERMANN C. MILLER 


progress made by our Association dur- 

ing the past year, first place mention 
belongs to the special committee on Re- 
vision of the Statement of Accounting 
Principles Underlying the Preparation of 
Corporate Financial Statements. This re- 
examination of the ’36 and ’41 statements 
has been undertaken by members of our 
Association with full vigor and freedom of 
action. The work of this committee has 
been marked by its high intellectual char- 
acter, its open-mindedness, and thorough- 
ness. It is not presumed that the forth- 
coming new statement will be the last. 
Rather it may be expected that regular 
periodic re-examinations will follow with 
attendant changes in wording for purposes 
of clarification, and, if necessary, changes 
in the statement of acceptable principles, 
procedures, standards, or other aspects 
where new conditions, trends, or develop- 
ments demand it. 

One of the more impressive accomplish- 
ments of the Association this year was the 
marked increase in membership. The wide- 
spread interest of professional practitioners 
in the work, the aims and objectives, the 
publications, and the activities of the 
Association in the field of accounting edu- 
cation has been gratifying. Many new 
teachers at the college level have been 
added to the membership roles. To all of 
these new members the Association ex- 
tends a warm and cordial welcome and a 
standing invitation to participate actively 
in furthering the purposes which are set 
forth in our by-laws and statement of 
purposes. 

A new undertaking this year has been 
expressed in the entrance upon the formu- 
lation of a Statement of Cost Accounting 


[ REPORTING the achievements and 


Principles or Standards. Progress was 
reported in papers presented at the 
Annual Meeting in New York, September 
4 and 5, 1947. More will be heard from 
this activity in the future. 

The program of the Annual Meeting 
gave a glimpse into still another new under- 
taking, namely, the development of stand- 
ards rating in the field of undergraduate 
and graduate study of accounting. It is to 
be hoped that extension of this project may 
become a continuing activity of the Asso- 
ciation. 

The Annual Meeting for 1947 was well 
attended by members representing all 
sections of this country, Canada, and 
visitors from distant countries including 
Australia, Philippine Islands, Brazil, and 
Egypt. Probably every major university 
or college offering work in accounting 
was represented in the membership present 
at the meeting. 

Special acknowledgment is due to 
members of the Association’s various 
committees and to all who have contribu- 
ted toward the success of the year now 
coming to a close. The list of names would 
indeed be long and impressive. This is the 
essence of greatness in an association, and 
in it every member of our Association 
rightfully may take pride. 

As we close the year 1947 our entire 
membership looks forward to another year 
of opportunity for the improvement of 
accounting education and development of 
better standards and accounting wisdom. 


EXECUTIVE COMMITTEE—1948 
C. F. 


As the result of the annual election of 
officers, held at the convention of the 
Association in New York on September 
4 and 5, the following persons will consti- 
tute the Executive Committee for the 
year 1948: 
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Thomas W. Leland, President Texas A & M College 

Victor Z. Brink, Vice President West, Flint & Co. 

S. Paul Garner, Vice President University of Alabama 

W. W. Werntz, Vice President Touche, Niven, Bailey & Smart 
C. F. Chizek, Secretary-Treasurer University of Chicago 

Robert L. Dixon, Editor, Toe Accountinc Review University of Michigan 

Paul J. Graber, Director of Research University of Tulsa 

Harvey G. Meyer, Past President University of Tennessee 

Eric L. Kohler, Past President Chicago, Illinois 

Hermann C. Miller, Past President Ohio State University 


Ana You Moving? 


Postal authorities will not forward your copy of the ACCOUNTING 
REVIEW. If, therefore, you change your address please notify us imme- 
diately so that we may correct our records to insure correct mailing. A postal 
card will suffice. 


PLEASE SHOW: 

1) Name 

2) Old Mailing Address 

3) Status: (a) Member; (b) Subscriber; (c) Associate (student) Member. 

4) Subscription Expiration—if a Subscriber or Associate Member. 

5) New Mailing Address (please indicate postal zone number, if any). 

6) If a Member, your new school or firm affiliation, and your new rank or position. 


AMERICAN ACCOUNTING ASSOCIATION 
: The School of Business—The University of Chicago 
Chicago 37, Illinois 
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BOOK REVIEWS 


HERBERT E. MILLER 


Auditing: An Introduction. Illustrative Audit to Ac- 
company Auditing. E. L. Kohler. (New York: Pren- 
tice-Hall, Inc., 1947, pp. vi, 258. $6.00.) 


This book is the successor to Principles of Auditing 
of which Mr. Kohler was co-author. Comparison with 
the earlier publication shows the chapter outline to be 
similar but the text to have been completely rewritten 
and much new material added. An “Illustrative Audit” 
which formed the second half of the old volume has been 
revised and put into a separate binder. In fact, the 
changes have been so extensive that the volume merits 
consideration as a new book. 

The topics covered are the same as those found in 
most other auditing textbooks written from the view- 
point of the public accountant. Greater emphasis is 
placed on certain subjects, however. The increased im- 
portance of examining profit-and-loss details is given 
full recognition. Assistance to management in main- 
taining and improving internal controls and raising ac- 
counting and reporting standards is stressed. Another 
topic that receives more than usual attention is the 
counseling function of the auditor. In this connection, 
Mr. Kohler states that “The professional auditor, an 
annual observer of the operations of many enterprises, 
. .. has come to be regarded by his clients as well fitted 
to give sage counsel on almost any business matter.” 

With one exception, the topic outline follows the 
usual pattern. After an introductory chapter dealing 
with the nature and scope of auditing and the profes- 
sional and legal responsibilities of auditors, the author 
devotes two chapters to auditing mechanics and audit 
preliminaries. A discussion of management organiza- 
tion, policies, and procedures, and the auditor’s review 
of operations follow in Chapters IV and V. The next 
seven chapters present the accounting practices and the 
audit procedures which relate to the examination of 
asset and liability accounts. Chapter titles are: VI, 
Cash; VII, Receivables; VIII, Inventories; IX, Invest- 
ments, Deferred Charges, Intangibles; X, Fixed Assets, 
Depreciation; XI, Liabilities; XII, Paid-in Capital, 
Surplus. 

The audit procedures set forth in these seven chap- 
ters are those which are appropriate to an annual audit, 
made where internal controls are deemed adequate— 
“audit procedures commonly regarded by public ac- 
countants as minimum procedures in the conduct of 
their examinations.” Additional audit procedures suit- 
able for use when internal controls are found to be weak 
or whenever a detailed audit is required are described in 
Chapter XIII. The work of closing the audit and pre- 
paring the financial statements is covered in Chapter 
XIV. The final chapter is entitled Reports. 

An interesting bit of organization was noted in the 
seven chapters, five through twelve. The treatment of 
each balance sheet item follows the same pattern. First 
there is discussion of accounting theory, business prac- 
tices, and auditing techniques which relate to the par- 
ticular item. A review of the internal controls which 


apply comes next and a brief statement of pertinent 
balance sheet standards is third. A summary statement 
of audit procedure completes the discussion in each case, 

The author states that “It is now recognized that 
accounting does and should reflect management policy 
and that the auditor’s familiarity with this field must 
be substantially greater than it has been in the past.” 
His convictions on this point are strong and their in- 
fluence is by no means limited to Chapter IV. 

A somewhat different use of the term “internal con- 
trol” appears in the book. The term is defined as “the 
procedure whereby any business policy or objective is 
carried into effect” and is used extensively in this sense, 
On occasion, however, the author shifts to the more gen- 
erally understood meaning of the term—internal check 
features of the procedures. Another interesting point of 
terminology is the consistent use of the term “annual 
audit.” It entirely replaces the older term “balance 
sheet audit,” a change which is supported by general 
practice and reflects the increased emphasis on the re- 
view of operating accounts. 

Practitioners will find the chapter on reports of 
special interest. It includes a careful analysis of the re- 
quirements of good reports and some practical sugges- 
tions for avoiding the stereotyped, uninteresting com- 
ments which are so often found in audit reports. 

Written to serve two purposes—as a textbook and 
as an aid in setting minimum-practice standards in pub- 
lic accounting organizations having need for a summary 
manual—the material has been limited to basic prin- 
ciples and procedures. There are no detailed explana- 
tions and few illustrations. The brevity of the presenta- 
tions may discourage some adoptions for textbook pur- 
poses. Although concise, the material is not difficult 
reading. The style is direct and clear. Used in conjunc- 
tion with the [iustrative Audit, to which there is fre- 
quent reference, the book should make a very satis- 
factory textbook as well as a useful manual. 

The Illustrative Audit mentioned above includes ap- 
proximately ninety pages of audit working papers. 
These are work sheets that were prepared in connection 
with the annual audit of a manufacturing concern of 
medium size—sales of $6,500,000 and assets totaling 
$6,300,000. In addition, there are fifteen pages of ex- 
planatory comment relating to these work sheets. Ac- 
cording to the author “the case selected for study does 
not represent an unusual situation” and “although it 
has been simplified at various points, the omissions have 
been in matters of detail.” The audit working papers 
are photographic reproductions of handwritten work 
sheets, a fact that adds realism to the illustration. Re- 
productions are approximately four-fifths of their orig- 
inal size. 

W. E. DIcKERSON 

Ohio State University 


Bank Frauds, Their Detection and Prevention. Lester A. 
Pratt. (New York: The Ronald Press Company, 
1947. Pp. vi, 248. $4.00.) 
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This volume represents an unusual addition to the 
written material dealing with methods of detecting and 
preventing bank frauds. 

The first ten chapters represent brief, generalized 
discussions of various aspects of bank fraud such as the 
dangersinherent in a bank dominated by one individual, 
the problems of internal control presented by the small 
bank, bond coverages, and an interesting chapter on the 
differentiation of the various types of criminal acts. 

The principal part of the book, and the part which 
will be of most interest to accountants and auditors, 
begins with Chapter 12. In this and the following ten 
chapters each of the functional divisions and service 
departments of a bank is discussed, together with a 
listing of the types of fraud which are known to have 
occurred in each division or department and the most 
practical means of detecting and preventing such frauds. 
The author has woven into these chapters a large num- 
ber of case studies drawn from his review of thousands 
of actual case histories made available to him by several 
large surety companies. These cases are presented as 
illustrations of specific methods by which money or 
securities have been fraudently obtained. The author 
also includes in most cases a concise statement of the 
happenings, accidental or otherwise, which resulted in 
discovery of the frauds. 

The organization of the material in each of the eleven 
chapters dealing with functional divisions or service 
departments is substantially the same and may be 
illustrated by a review of the material included in 
Chapter 12. This chapter is devoted to the work of the 
paying and receiving teller. On the basis of his study of 
case histories, the author has identified twenty differ- 
ent types of fraud perpetrated by bank tellers. These 
methods range from “misappropriation of deposits,” 
the most common type, to plain “‘misplacement,” the 
least common type. Each of the twenty different types 
is discussed and various ways are presented whereby 
that type of fraud has been accomplished. There is also 
included in this chapter a brief statement regarding the 
safeguards which should be put into operation by the 
directors, a summary of the various suggestions made 
in the chapter, and a detailed examination program. 

The survey of the divisions and service departments 
is followed by a discussion of the “kiting” process, a 
brief but excellent discussion of external checks with 
illustrations of forms used to verify account balances 
and loans and discounts, a short chapter on preparation 
of claims against surety companies, and an interesting 
review of the role of the accountant as an expert wit- 
ness, 

An appendix is included in which are listed 210 indi- 
vidual methods of embezzlement involving 26 functional 
departments involved in 1,144 actual case histories. 

This volume is not presented as the answer to the 
specific problems of officers and directors in effecting 
adequate methods of detecting and preventing bank 
frauds. The cases studied covered various sizes of banks 
with many different types of organization, and the dis- 
cussions and suggested safeguards are necessarily some- 
what general. Nevertheless, the illustrations of detailed 
procedures and practices drawn from actual cases, and 
the author’s suggestions for safeguarding against such 


instances should be of value to all accountants and 
auditors concerned with bank records. 
Frank P. Smita 
University of Rochester 


Records for the Control of Growing Manufacturing Enter- 
prises. Paul F. Lawler. (Boston: Graduate School of 
Business Administration, Harvard University, 1947. 
Pp. viii, 131. $1.00.) 


This booklet is a report on research by Mr. Lawler 
into records kept and used by 37 smal] manufacturing 
companies. 

In Part II (which seems to this reviewer logically to 
come first) is a discussion of office routines; this is fol- 
lowed by a discussion of the specific records employed, 
according to the following functions: Sales Records, 
Production Control, Quality Control, Inventory Con- 
trol, Purchasing, Cost Accounting, Finance and Credit, 
Bookkeeping. Each section is divided into three parts: 
(1) the information needed, (2) findings, and (3) com- 
ments. 

The items listed under “information needed” are 
necessarily somewhat arbitrary and informed readers 
might be inclined, in the case of several of the functions 
covered, mentally to modify or amplify the printed 
statement. The “findings” constitute a good factual re- 
port on the practices of the companies studied, and the 
“comments” contain many suggestions which might 
prove valuable to managers of small manufacturing 
companies. 

Part I of the study is titled “Management’s Use of 
the Records.” To this reviewer the contents of this 
section became understandable only after having read 
the specific material in Part II. The topics covered are: 
What Is Needed? (through records) How Many Re- 
cords?, How Does Growth Affect Records?, How Much 
Should the Records Cost?, What About the Future?, 
Making the Records Useful, The Human Element, Re- 
capitulation. 

The discussion consists of the generalizations of the 
author based on his analyses and interviews in the 37 
smal] manufacturing companies chosen as the sample. 
Some of these conclusions are: 

1. Management’s primary need in controlling a 
company is for information, not for records. 

2. Growing companies need more records than static 
companies of similar size, because the management 
must anticipate future demands for information. 

3. Factors other than size have an effect on the num- 
ber of records needed. These include the complexity of 
the production process, the number of invoices, changes 
in company employment, and seasonal variations in 
production. 

4. Management has the task of maintaining a bal- 
ance between its desire for information and the cost of 
securing that information. 

5. Executives are almost entirely preoccupied with 
day-to-day operations and generally have no staff men 
to whom they can pass the function of planning for the 
future. 

6. To be of most use, reports need to be received 
promptly and to be simple in form. 
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7. The human element plays a large part in deter- 
mining the kinds of records to be kept. 
RoBERT E. WALDEN 
Indiana University 


Mathematics of Accounting. Third Edition. Arthur B. 
Curtis and John H. Cooper. (New York: Prentice- 
Hall, Inc., 1947. Pp. x, 550. $4.50.) 


In the twenty years since the first publication of this 
text it has undergone one revision and a total of twenty- 
seven printings. It is, therefore, an interesting assign- 
ment, particularly for one who has used the text, to an- 
alyze this third edition critically. It has emerged from 
this revision essentially the same text but in several 
particulars a more useful instrument both for classroom 
use at the college level and for reference purposes in the 
hands of the accountant. 

Like its precursors, this edition is organized into two 
parts. To Part I, the general portion of the text, several 
new topics have been added. A short chapter on factors 
and multiples expands the review of basic arithmetic. 
Chapters on business insurance and payroll records and 
procedure give coverage of subjects largely ignored by 
first year accounting texts and, particularly so far as 
payroll is concerned, frequently overlooked in advanced 
texts. Also new is a short chapter on public finance and 
taxation, too short to afford more than a meager intro- 
duction, definitely inadequate to bring the reader even 
to the “enlightened citizen” level of understanding. 
A discussion of index numbers is added to the chapter on 
graphs. 

Within Part I there has been some shuffling of chap- 
ters. This will probably neither greatly gratify nor seri- 
ously offend anyone. Subjects covered are so hetero- 
geneous as to defy completely logical progression from 
subject to subject. 

Part II, which in prior editions dealt primarily with 
compound interest and annuity problems, has been en- 
larged to include insurance aspects of actuarial science 
including permutations and combinations, probability 
and mortality, life annuities, net premiums and valua- 
tion of life insurance policies. The American Experience 
Table of Mortality, and Commutation Columns, 33%, 
have been added to the tables. The addition of this ma- 
terial places the text in position to compete with others 
which have included discussion of insurance topics, and 
remedies an inadequacy of the earlier editions. In recog- 
nition of the current low level of interest rates, addi- 
tional fractional percentages have been introduced into 
the table of the amount of 1. 

The text as now constituted contains ample material 
for a year course at the college level. Alternatively, by 
judicious selection, a one-semester course adequate to 
the needs of most students can be set up. 

The reviewer has often questioned the wisdom of the 
recent trend toward expansion of the material included 
in text books. Are seventy pages of review of grammar 
school arithmetic a necessity in a mathematics of ac- 
counting text at the college level? The review of algebra, 
algebraic equations, logarithms and progressions is an- 
other matter, for the instructor, particularly if he is an 
accountant rather than a mathematician, will probably 


welcome these chapters. But why devote space to a re- 
casting of matters universally discussed, and in many 
cases better treated, because taken up in context, in 
elementary accounting texts? On this score one might 
mention commercial] discounts, simple interest, bank 
discount, and much material on partnerships. Other 
material in the text is likely to have only limited useful- 
ness. Ten pages are devoted to averaging dates of in- 
voices, compound average, and account current, while 
so practical and knotty a problem as statement analysis 
is tossed off in twelve pages, of which nearly five are 
devoted to problems, another three to illustrations. 

Essentially the same method of developing material 
which was used in the earlier editions is followed here, 
and it is a method of proven soundness. A short state- 
ment of the problem is followed by a step by step pro- 
cedure for its solution. A practical example is then set, 
an algebraic formula evolved, an arithmetical substitu- 
tion made, the problem solved, and in many cases veri- 
fied. Problems for solution by the student follow, and it 
is gratifying to discover that many of the more obscure 
and involved of those contained in former editions have 
been eliminated. 

This method has been improved in at least two signif- 
icant respects. In the development of procedure the 
verbal statements have been supplemented by expres- 
sion in terms of symbols, and in the algebraic equations 
for problems in compound interest the symbols 5", 9", 
Say and vz, have been substituted for their extended 
forms, which should help the student to grasp the sense 
of the formula without being distracted by a great 
array of symbols. 

In promotion literature the text is described as be- 
ing “written in crystal clear language.” This is more 
nearly true than in the earlier editions. The use of stand- 
ardized symbols represents a distinct improvement. 
Some formulas, for example that for the calculation of 
the effective rate, have been rewritten in standard form, 
eliminating a source of confusion in prior editions. The 
discussion of capitalized costs and perpetuities has been 
made to conform with standard terminology. Several 
confusing statements found in the older editions have 
been redrafted. A number of misleading section head- 
ings have been changed. These represent the type of 
improvement one always hopes to find in a revision. 
The task of clarification is not complete, however. Per- 
haps this reader is incapable of understanding “crystal 
clear” language, but he leaves Chapter 35 with a dis- 
tinctly hazy idea of the operations of building and loan 
associations. 

Since this text, like others of its kind, bears a title 
including the term “accounting,” one wonders if its 
usefulness might not be enhanced if some of the prob- 
lems were set up in terms of ledger accounts and the 
solutions carried through to journal entries. This would 
pose practical problems, yet students taking the course 
as part of an accounting preparation often ask to have 
a problem posed and solved in these terms. The complex 
problems of partnership liquidation in installments, 
bond valuation and bond interest, and asset valuation 
are examples of such cases. 

No text is perfect, nor will any text satisfy every in- 
structor or every student. This text is complete, the 
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treatment is for the most part thorough and, because 
the method is sound, understandable. The problem 
material is adequate for every reasonable need. The 
tables are adequate for the solution of the problems 
posed and for many which will arise outside the course. 
The revision shows a sincere effort, and considerable 
accomplishment, to improve the text by a conscientious 
restudy of each subject, where too many revisions show 
only determination to add or delete material, and to 
“ypdate” the problems to give a specious semblance of 
currency. 
Joun W. 
Cleveland College 
Western Reserve University 


Auditing Procedure. Third Edition, DeWitt C. Eggles- 
ton. (New York: John Wiley & Sons, Inc., 1947. Pp. 
x, 438. $5.50.) 


The author has intended that Auditing Procedure 
serve as a reference book for public accountants as well 
as a textbook. Accordingly, the book can be charac- 
terized as more practical in its approach and in its treat- 
ment of the subject than many texts. This emphasis on 
a practical approach is accompanied by a tendency to 
concentrate on the procedures aspect of the subject. 
There is some risk that accounting students lacking 
practical experience may be handicapped by the au- 
thor’s inclination to minimize discussion relating to gen- 
erally accepted accounting principles and practices. 
For example, in the chapter dealing with reserves, re- 
serves for contingencies are covered in less than one 
page, which the reviewer believes is inadequate for text- 
book purposes. There are other instances where the re- 
viewer felt that the author’s treatment might give a 
student an inaccurate impression of the magnitude of 
the auditing problem involved or the differences of 
opinion which exist in the given area. On the other hand, 
an author of an auditing text may quite appropriately 
contend that a background in the subject of generally 
accepted accounting principles and practices should be 
acquired before the accounting student approaches the 
subject of auditing. 

The introductory chapters are used to describe public 
accountants, their reports, their professional societies, 
preliminary arrangements with clients (very good on 
this topic), working papers, internal control and related 
matters. From Chapter 5 through 21, each chapter is 
devoted to the audit of an account or group of accounts, 
including income and expense accounts. The five con- 
cluding chapters cover the accountant’s report, and 
illustrative audit reports and related working papers are 
presented for a book-publishing business, a manufactur- 
ing company, and a department store. There are appen- 
dices covering (1) Accountants Certificates, (2) By- 
laws of the New York State Society, (3) A.1.A. Rules of 
Professional Conduct, and (4) General Review Ques- 
tions. 

A more detailed impression of the book may be com- 
municated by a listing of several of its features. The 
chapters are short, each chapter being introduced by a 
brief digest of the auditing requirements related to the 
account or accounts covered by the chapter heading. 


Early in each chapter a section is devoted to the pre- 
sentation of a “program of audit.” The balance of the 
chapter is primarily concerned with a discussion of the 
application of the audit program, concluding with a 
section on statement treatment. There are questions at 
the end of each chapter. 

The reviewer should like to single out for special 
praise the treatment of the independent accountant’s 
working papers. There is another area that deserves 
specific commendation: the author refers to the subject 
under the heading “Analytical Review of Accounts.” 
In this chapter there is proper emphasis on the impor- 
tance of having a section of the audit program devoted 
to a study of trends and relationships between and with- 
in the accounts. Many significant errors are discovered 
by observing account relationships which might not be 
detected by testing transactions. 

There is every evidence that the book was written 
with great care. If the book were used as a text it would 
be necessary to adopt a supplementary source for prob- 
lem material. However, this observation can be made of 
several currently available texts on auditing. 

HERBERT E. MILLER 
University of Michigan 


Records Management and Filing Operations. Margaret 
K. Odell and Earl P. Strong, (New York: The Mc- 
Graw-Hill Book Co., 1947. Pp. 342. $4.00.) 


The purpose of this book is clearly presented by the 
authors when they say: “This book aims to assist man- 
agement in recognizing the need for a records depart- 
ment with sufficient authority and control to make the 
functions of filing and record keeping distinct in the or- 
ganizational structure.” 

In achieving this aim they explain the techniques 
and policies needed in organizing, operating, and con- 
trolling records on a functional basis. Their material is 
grouped under three headings making the three parts 
of the book: Part I, Records Management; Part II, 
Filing and Finding Operations; Part III, Records De- 
partment Management. 

In Part I the reader is oriented to the concept of 
functional control of records after a consideration of the 
advantages and disadvantages of centralization and de- 
centralization of records. A discussion of vertical and 
visible filing equipment gives the reader some under- 
standing of what types of equipment are available in 
that area although no mention is made of wheel filing 
equipment. The chapter on the location and layout of 
the records department graphically presents many 
ideas for efficient utilization of space. In general, Part I 
is focused upon the problems of organizing record keep- 
ing on a functional basis. 

Part II covers the essentia] techniques needed for 
operating a records department. The authors explain 
the filing and finding operations necessary throughout 
the active life of the record. Here the reader will find 
rules for indexing and filing including an excellent cover- 
age of the problems of indexing foreign names. The pro- 
cedures for cross referencing, charging out, and follow- 
ing up are well presented, offering reference material for 
developing a manual of filing operations. This is also 
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true in regard to many concrete suggestions for sorting 
various volumes of material. Part II carries the reader 
through the techniques of controlling records from the 
time they are received until they are no longer active. 

Part III considers the record from the standpoint of 
its permanence, emphasizing the need for and the de- 
velopment of retention and disposal schedules. It picks 
up the record at the time it becomes inactive and carries 
it through the transfer procedures. From that point 
Part III moves into a consideration of the reports, 
statistics, and standards needed for controlling a records 
department. The authors also present sample outlines 
for developing manuals of filing operations. Personnel 
aspects of the records department—selection and train- 
ing of personnel from the records clerk to the records 
administrator—and working conditions conclude Part 

Much of the material in this book is descriptive 
rather than discriminating and analytical. The presenta- 
tion of the material on equipment and supplies does not 
give a true picture of the wide choice available. It ne- 
glects to provide the reader with principles for selection 
of equipment to fit particular needs. Too little import- 
ance has been given to the principles of motion economy 
as they may be applied to the work place. The book 
could have been strengthened by a more specific correla- 
tion of the general principles of organization and man- 
agement with the special problems of records adminis- 
tration. 

Miss Odell and Dr. Strong, through their respective 
experiences in records analysis and management, have 
developed material not previously available. Records 
clerks, instructors, and administrators concerned with 
the problem of filing and finding records will be grateful 
for this authoritative discussion of filing and finding 
procedures. In general, these authors have competently 
established the rise of the records department “from 
merely a service unit to its new position as a separate 
department in the organizational structure and under 
the management of a responsible records adminis- 
trator.” 

ERNESTINE C, DONALDSON 

University of Minnesota 


Modern Economic Thought. Allen G. Gruchy. (New 
York: Prentice-Hall, Inc., 1947. Pp. xiii, 670. $5.65.) 


Professor Gruchy’s book is probably the best state- 
ment to date of that body of thought that is popularly 
called “institutional economics,’’ but which the author 
and others have chosen to rename as “holistic econom- 
ics.” In this work the writings of six holistic economists 
(Veblen, Commons, Mitchell, J. M. Clark, Tugwell, and 
Means) are surveyed in separate chapters. The charge 
that holistic economics is unsystematic and that its 
adherents express no unity of thought—other than a 
distaste for equilibrium economics—is squarely met in 
an introductory chapter and a lengthy concluding 
chapter on The Emergence of a 20th Century Political 
Economy. This last chapter presents an excellent specific 
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statement of what holistic economics is, rather than the 
familiar and cogent institutionalist statement of what 
is wrong with equilibrium economics. 

While Professor Gruchy’s statements on equilj- 
brium economics show restraint, there is no proffering 
of the olive branch of eclecticism. The author apparently 
believes that equilibrium economics has little to offer in 
the development of a modern economics. In this con. 
nection it would be interesting to know the author’s 
attitude toward Keynesian economics, a type of eco. 
nomics which is most certainly of the equilibrium genus, 
yet which has proved attractive to many institutional- 
ists because it attempts to grapple directly with import. 
ant probiems of public policy. 

The unity of thought of all holistic economics, ac 
cording to Professor Gruchy, finds expression in three 
common elements; a framework of interpretation, a 
psychological theory, and a special methodology. First, 
all the holistic writers discussed employ the same 
framework of interpretation in that they view the eco- 
nomic order as an evolving scheme of things. This view 
is in contrast to that of the equilibrium economists who 
view the economic world as a simple and stable mech- 
anism and therefore have no place for social dynamics 
in their analysis. Secondly, holistic economists utilize 
a collective or social psychological theory. The indivi- 
dual is treated not as a calculating machine, but asa 
social being whose behavior is largely habitual and col 
lective. Thirdly, the holistic economists in their method. 
ology substitute an overall approach to economics for 
the atomistic or particularistic approach of the neo- 
classicals. Basically the holists believe that the economic 
system is to be viewed as an evolving process, any part 


of which can only be explained in the light of its relae ~7 


tion to the whole dynamic complex. It is to this overall 
type of scientific thought which considers the world as 
an evolving, dynamic synthesis or whole, that the South 
African scholar and statesman Jan Smuts applied the 
term, “holism.” This term now furnishes a banner fora 
“new economics.” 

Basically it appears that this new economics must, in 
the author’s belief, be a “cultural” rather than a “for- 
mal’’ science. It must put no more order into things 
than the scientist actually finds to exist. It must inquire 
into the operation of all the important factors that con- 
dition the creation of the supply of goods and services 
and the desire for these things. Both the nature of tech- 
nology and social goals then must fall within its pro- 
vince. Equilibrium economics, it is true, has discreetely 
avoided both these subjects, simply because its adher- 
ents apparently have despaired of saying anything 
meaningful in regard to these two items which if ex 
plained would furnish a theory of economic progress. 
If holistic economics can ever furnish such a theory, 
which is capable of application to specific circumstances, 
it will have made an enormous contribution, not to just 
economics, but to all social science. 

A. MorGNER 

Texas A.and M. 
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